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EDITORIAL 


: ' Evidence of the bewildered state of 
Financial Interpreters _. a 
ot Vasteann mind of the public in these days of ex- 
periment appeared in the action of the 
New York stock exchange when without warning congress re- 
ceived a presidential message calling for a radical transformation 
of the taxing system of the federal government. Mr. Roosevelt’s 
proposals, in brief, were that certain corporation taxes should be 
abolished and that in their stead should be levied a tax upon 
the undistributed surplus of corporations and additional taxes 
on stockholders. The exact nature of the bill, which will prob- 
ably be offered in congress before these notes shall have been 
published, can not be foreseen at the time of writing; and 
it would be unwise and quite unfair to attempt to criticize 
favorably or unfavorably a measure which in detail may differ 
entirely from what is expected. The point which is impres- 
sive at present is the action of the stock market. When the an- 
nouncement was made that such a revolutionary change was 
contemplated, the market advanced rapidly, apparently on the 
theory that a tax levied upon undistributed surplus would compel 
the declaration of larger dividends so as to prevent accumulations 
of surplus subject to tax. This was the first unthinking response. 
Then, within a few days, there began to be grave misgivings as to 
what such a law as that suggested would really do to business. 
The stock market thereupon lost some of its suddenly acquired 
exaltation. No one has ever accused Wall street of a continuing 
lack of perspicacity. The common allegation has been that the 
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financial center of the country was a step or two ahead of every 
other section of the people in foreseeing and taking advantage of 
every coming change in fiscal conditions. Yet Wall street on this 
occasion was amazed and did not know whether to praise or to 
blame a proposal that would do something—but no one knew 
exactly what—to the progress of general business. Strangely 
enough the president’s own party in congress was not unanimous 
in its support of the proposal in the first instance. Indeed the 
most outspoken objections came from the Democratic side. Of 
course, no one knows precisely what was the origin of this sugges- 
tion of a fundamental change in the taxing system. At first 
glance it looked like a very clever way of avoiding an increase in 
the rates of income taxation and also like a brake on the wheels of 
inflation. If a levy upon corporate surplus could produce a suf- 
ficient increase in revenue to bring the budget into balance there 
would be no need for raising the rates of income tax nor for issuing 
vast quantities of debased currency. But, whatever may have 
been back of the proposal, its unheralded presentation strikingly 
revealed the chaotic condition of the financial mentality. 


As has been said, it would be quite im- 
proper to discuss details of a plan yet to 
be announced, but it may not be amiss 
to look, superficially at least, at the general question of the forced 
distribution of corporate surplus. It has been a favorite argu- 
ment of demagogues and trust-busters generally that the corpora- 
tions of the country have been in the habit of disguising actual 
profits and have built up huge secret reserves to serve no purpose 
whatever other than to evade taxation and to increase the 
strength and potential wealth of a few great leaders of industry. 
Perhaps in some instances these allegations may have been well 
founded. There may have been cases in which corporations 
unjustly withheld from distribution an amount of their net earn- 
ings quite unnecessary to the conduct of the business. We do not 
believe that the number of corporations so offending is today 
anything like what it may have been in former years. Few 
corporations have made enough money lately to build up any 
hidden reserves. They have been sorely afflicted by the depres- 
sion, and if they have avoided actual deficits they have been fortu- 
nate. Many corporations have survived solely because they had 


242 


Forced Dissipation 
of Surplus 








Editorial 








accumulated in 1929 and prior years surplus funds which at the 
time seemed liberal but rapidly melted away in the depression. 


Even if there were still a few companies 
able and evil enough to disguise their 
true income by the creation of secret 
reserves or by any other method of hiding profits, the total 
number of them would be comparatively small. We do not be- 
lieve that one half of one per cent. of all the incorporated businesses 
of the country have wilfully withheld from distribution any part of 
their earnings which could have been paid in dividends without 
jeopardizing fiscal health and progress. Even if our estimate is 
wrong, and there may be one per cent. of the total guilty of with- 
holding more than necessary from the stockholders, it would seem 
grossly unjust to lay upon all corporations the penalty for the 
errors of afew. No one, without experience in business, but with 
an Overweening desire to encourage socialistic experiment, can 
know how much a corporation can afford to take from its earnings 
for purposes of dividend or how much it must hold in reserve to 
meet the demands of business growth. The history of nearly 
every business is one of ups and downs. There is on record prac- 
tically no case of a company whose business proceeded at a regu- 
lar rate of increase year after year without break. Sooner or later 
will come lean years and, if there be nothing in the treasury, dis- 
aster follows quickly. The wise man and the wise business always 
bear in mind the possible coming of the rainy day and make pro- 
vision for it. Then, again, if a business is to increase in size and 
activity and scope it must have increasing stores of working capital 
or else go out into the borrowing market and acquire the neces- 
sary funds at whatever may happen to be the rate then current. 
Any attempt to place a penalty upon thrift is abhorrent to the 
common sense of the American people. If there were somewhere 
in the vicinity of Washington some superman who could tell ex- 
actly how much each corporation would need for the coming years 
to take care of advance in business and growth of activity and 
tell how much could be safely distributed to the shareholders—if 
there were such a man, a law levying upon accumulated surplus 
might perhaps avoid injustices and wreck; but we have yet to hear 
of sucha man. On the contrary, the experiences of the past few 
years have demonstrated that many of those who seek to make 
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the laws for business know nothing whatever about business re- 
quirements or conditions. Vain theorists have almost destroyed 
us, and if they are to be allowed now to make and administer 
laws which will interfere with ordinary precaution and to attack 
sound business acumen, we shall be coming into a sorry day. 
This much may be said, whatever may be the nature of the details 
of the proposed expropriation of surplus, it will be little short of 
confiscation if it reach a point where it takes capital needed in 
business endeavor and taxes it as though it were income. 


In a recent issue of THE JOURNAL OF 
pag 3g ACCOUNTANCY, the opinion was ex- 
pressed that sales taxes were good in 
theory but often failed to produce substantial net revenues be- 
cause of the difficulty and high cost of administration. We are 
now advised that our comments were unjust if they were intended 
to apply to California. They were not specifically intended to 
apply to any one state, but rather to the group of states as a whole 
which have adopted the plan of taxing sales. The situation in 
California, we learn from a high officer of that state, is quite 
satisfactory. The California state board of equalization has pre- 
pared a summary of estimated tax yields and costs of administra- 
tion for the biennium 1935-1937. From this we learn that the 
sales-tax division (which includes ‘‘use’’ tax) is expected to yield 
$148,387,340 and that the budget expenditures for administration 
are expected to be $3,340,000, or a percentage of 2.25. The 
board, we learn, has estimated sales-tax revenue at a conservative 
figure—‘‘ There are, of course, two factors affecting the sales-tax 
yield, viz., the volume of the goods sold and the price at which 
they are sold. Both of these factors may show large increases 
before the close of the biennium.’’ California deserves high praise 
for ability to levy a sales tax at such a low cost, and we doubt if 
the California record will be excelled by any other state, but while 
one must admire the economy of administration in California the 
fact still remains that the difficulties of taxation, even if they 
cost little money, are great. In course of time, if sales taxes sur- 
vive, we shall become accustomed to them, but it will be long 
before any one who is afflicted by the infinite detail of collecting 
and paying sales taxes can be expected to display much enthusi- 
asm for such a tax. 
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In the August, 1935, issue of THe Jour- 
Another Attempt to In- | : : 
terfere with Practice NALOF ACCOUNTANCY, we drew attention 
to what we regarded, andstill regard,asan 
utterly undesirable attempt to restrict the practice of accountancy. 
The subject was a bill introduced in the legislature of Pennsyl- 
vania which would have prohibited the use of firm names by 
certified public accountants unless each name in the title of the 
firm represented a living partner practising in that state. We 
expressed the opinion at that time that the defeat of the bill in 
Pennsylvania was a cause for gratification. Of course this view 
aroused a certain amount of criticism from people who had 
favored the adoption of the prohibitive bill. Now we learn that 
in the legislature of New Jersey a similar bill has been introduced 
under the heading, ‘‘An act for the protection of the public and 
prevention of fraud by prohibiting a person, partnership or cor- 
poration to practise as a certified public accountant, auditor or 
public accountant under a false, assumed, fictitious or trade name 
and providing penalties for the violation there,” “he introduc- 
tion of this bill in New Jersey revived interes tion which 
most accountants had hoped was definitely setticu and laid away. 
Perhaps some other state may be the scene of another attempt of 
the same sort—consequently it is well to present briefly some of 
the facts. 


An argument against the passage of the 
Some Unanswerable meng & pa 
A bill in New Jersey was written by the 
rguments ‘ : 
chairman of the committee on state 
legislation of the American Institute of Accountants and we are 
permitted to present the following excerpts from his recital of facts: 


‘“‘The heading of the bill implies, at least, that the New Jersey 
public needs protection against certified public accountants prac- 
tising under names other than their own; also that there is need of 
prevention of fraud on the part of certified public accountants 
practising under names other than their own. It seems to me 
that the implication that the public needs protection against 
fraud practised or to be practised by public accountants who use 
firm names other than their own is one which should be opposed 
by accountants. The heading of this bill would be misleading, 
I believe, to any one who is not well acquainted with the public 
accounting profession and misleading to the detriment of the 
profession. 

‘Further, I can see no more need of a law, such as might result 
from bill No. 212, for the protection of the public against public 
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accountants practising under names other than their own, than 
for having such a law to prevent the practice of any other pro- 
fession or the conduct of any business under names other than 
those of the individuals actually conducting the business or prac- 
tising the profession. I know of no need of such laws. On the 
contrary, in some of the states at least, statutes have clearly per- 
mitted partnerships to use names other than names of partners, 
provided that certain required information as to those responsible 
for the business were filed so as to be available to the public upon 
request. As long as it is generally recognized, in business and in 
professions, that individuals may use names other than their own, 
there can hardly be a proper charge of fraud against public ac- 
countants because they are following the general practice. 


“I believe that the proposed legislation, if generally enacted, 
would add materially to the confusion which hampers the work of 
accountants having small practices as well as large practices, 
where, as so often occurs, their practice is affected by the laws of 
more than one state and where, as would almost inevitably occur, 
the provisions would not be uniform. This confusion would 
affect the public accountants to some extent in the work in their 
own Offices, but it might create greater difficulty in the work of 
business concerns and of credit grantors. Requirements which 
would necessitate the changing of names of established account- 
ing firms would result in considerable inconvenience not only to 
accountants but to their clients, whose financial statements may 
be submitted to banks or others in states other than that of their 
domicile, and it is conceivable that such legislation might make it 
necessary for a firm to practise under one name in New Jersey, for 
example, and under a different name in New York. It seems 
clear that such legislation would result in confusion, tend seriously 
to lessen the respect of the business public for the whole account- 
ing profession, and might even encourage fraudulent practices. 
This comment runs principally to the tendency of such bills as No. 
212, if enacted in more than one state, rather than to the direct 
effect of this particular bill. 

“Such a bill as No. 212, if it is supported by the new-comers 
in the profession and opposed by the older practitioners, would 
tend to develop disagreements and splits within organizations of 
certified public accountants. Obviously this would lessen the 
standing of the entire profession and its effect would be detri- 
mental to the interests of all public accountants.” 


. The New York surrogate’s court re- 
Working Papers Not ly held th bli h 

Subject to Will cently held that a public accountant nas 

no power to bequeath his working 

papers by his last will and testament. This extends the law into 
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a field heretofore not covered by statute or reported case, and the 
decision is of great importance to accountants practising without 
partners, because it prevents their willing working papers to 
assistants associated with them. Such an assistant must first 
establish a professional relationship with a former client of the 
decedent client and through him ultimately obtain the working 
papers when the executor sees fit to release them. We are in- 
formed that no appeal is contemplated and therefore this decision 
represents the present law. A decision by the surrogate’s court 
of the county of New York has weight and influence throughout 
the country, because that court, with its two judges, has jurisdic- 
tion over more large estates than perhaps any other probate court 
in the United States. Public accountants outside New York as 
well as in that state should note this new principle of law. The 
following comments are based upon a reading of the written 
opinion of the court. Harold Dudley Greeley was the attorney 
who contended that the testator’s bequest was invalid. 


Decision by New York The testator had been practising with- 
Surrogate out a partner fora number of years prior 

to hisdeath in 1933. By his will he made 

a bequest of ‘‘all of my office files and records’’ to his secretary, 
but he made his daughter executrix of his will, The executrix and 
the secretary disagreed about the custody and ultimate ownership 
of the working papers, and, in a proceeding to settle the accounts 
of the executrix, the court was asked to construe this clause in 
the will to determine, first, whether the phraseology itself covered 
working papers and, if so, whether or not testator had a legal 
right to dispose of them by his will. The court held that he 
had no such right and therefore it did not attempt to decide 
the academic question whether or not the language of the will 
would have been sufficient to pass title to them to the legatee. 
The matter of the ownership of working papers as between 
the client and the accountant was adjudicated in Ipswich 
Mills v. Dillon, 260 Mass. 453, by a decision of the highest 
court in Massachusetts. This is the leading if not the only 
case dealing squarely with this point. It was held there that 
the client owned only such papers as originated in the client's 
office and that the public accountant owned all his working 
papers. The decision rested chiefly on the ground that a public 
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accountant is not a client’s agent but an independent contractor. 
The court declared that working papers prepared by accountants 
for their own use and as a basis for their reports belonged to the 
accountants and should be retained by them, because it might be 
necessary for the accountants to have them “‘if the accuracy of 
their work was questioned.”’ The court further stated that the 
client’s interest in the confidential information stated in the work- 
ing papers did not give the client title to them. It might be 
inferred that because the accountant had title to the papers he 
could do as he pleased with them and thus could dispose of them 
by his will. Under the decision by the New York surrogate no 
such inference can be drawn, and his decision seems to us to be 
sound. 


When the Massachusetts court in the 
Ipswich Mills case stated that the 
client’s interest in the confidential in- 
formation contained in the papers did not give the client title to 
them, it did not preclude the client from any appropriate pro- 
ceeding to deter the accountant from disclosing such information 
to any other person. The accountant’s position as to confidential 
information is analogous to that of the recipient of a letter. If A 
writes to B that A is insolvent, B can be enjoined from publishing 
the letter or otherwise disclosing information injurious to A. 
Now if A engages B to examine A’s books and thereby enables B 
to ascertain that A is insolvent, B should not be permitted to 
disclose that information by transferring his working papers or in 
any other way. There would, of course, be no objection to the 
transfer of the papers to another accountant whom the client had 
engaged to displace the former one, because in that case the 
transfer in effect would be made to the client through the client’s 
nominee. As to letters, the law is clear that although the re- 
ceiver has title, the sender has a property right in them which 
enables him by injunction to prevent their publication. If the 
law is thus properly zealous in protecting the confidence impliedly 
imposed by the writer of a letter on the person to whom it is sent, 
how much more zealous ought it to be in protecting the confidence 
expressly imposed by a client in the accountant to whom he opens 
wide all his confidential and financial records. 
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sii). It is true that, in the absence of a 
ee statute specifically exempting account- 
Opinion ants, an accountant as a witness in court 

can not refuse to disclose information 

on the ground that he acquired it as privileged communication, 
an exemption usually extended only to lawyers, medical men and 
clergy. But this lack of privilege is for the benefit only of persons 
who in a judicial proceeding have shown a legitimate right to in- 
formation about the client’s affairs. It has no bearing upon the 
accountant’s right to disclose information by disposing of his 
working papers by his will. When a legacy fails the subject 
matter of it usually passes to the residuary legatee or, if there be 
none, it becomes intestate property, that is to say, property not 
subject to the will. The rights of creditors have precedence over 
the rights of legatees, because the decedent can give away only 
what is not needed for the payment of his debts. Consequently, 
if working papers could be given away by will, they would be 
assets of the estate and would become subject to claims of cred- 
itors if the legacy of them should fail for any reason. That 
means that they could be sold at public sale for the purpose of 
raising funds. If that were the law, no prudent client would 
retain a public accountant who was practising without partners, 
because he would realize that upon the death of the accountant a 
record of all the intimate details of the client’s affairs could be 
purchased from the accountant’s estate by any one who cared to 
pay a sufficient price for them. Merely to state such a proposi- 
tion would defeat it. Working papers should, however, be 
preserved by the executor of the estate until he believes all danger 
of actions by former clients for negligence, malpractice or fraud 
has passed. There is a tendency in the law to extend the list of 
actions which survive the death of one of the parties, and the 
estate should be prepared to defend itself against any action 
which might be started. The working papers would be indis- 
pensable in such defense. Surrogate Delehanty held that after 
the executrix had assured herself that there was no basis for 
claims against the estate which would require the preserva- 
tion of the papers for the protection of the estate, she should 
return to clients all papers which originated in their offices and 
destroy all working papers which the decedent himself had pre- 
pared. If it be impossible to return the former kind of papers 
to the clients, those also should be destroyed. Incidentally it is 
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interesting to note that the statutes of Virginia and Florida are 
entirely consistent with the Ipswich Mills case and the case now 
under consideration. In each state the statute provides that 
working papers ‘‘shall be and remain the property” of the ac- 
countant in the absence of an express or written agreement be- 
tween the ‘‘accountant and the client to the contrary.”’ Not 
only does neither of these statutes confer any power of transfer 
but each specifically states that working papers shall remain the 
property of the accountant. 
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Social Security 
SEVEN BILLION DOLLARS A YEAR 


By Eric A. CAMMAN 


The federal social-security act of 1935 has not yet registered 
in the public consciousness to a degree commensurate with its 
epochal natureand importance. It is not frequently found among 
the headlines on the front pages of the newspapers but is over- 
shadowed by more prominent developmeats in domestic news 
such as the A.A.A., the T.V.A. and the current politics. The 
average citizen, no doubt, is disposed to a general acceptance of 
the objectives, especially aid to dependent children, maternal and 
child welfare, public health, aid to the blind and help for the 
unemployed. He knows that new taxes will be required to pay 
the cost of these humane projects, but beyond this he has no clear 
understanding of the program for carrying them out. The re- 
quirements will not touch him individually, until he begins to 
pay his new taxes, and the full import of what is now planned 
lies far in the future. The citizen of that day when the system 
now getting under way is to be entirely in operation, who will be 
subject to its benefits and burdens, is now too young to be inter- 
ested. But business men, actuaries, economists, accountants 
and others who have watched the development of the social- 
security movement and who have studied the features of the 
present law are concerned over some of these features and their 
implications. 

The act is unique, not alone because it introduces into our polity 
new or newly recognized concepts of social responsibility, but as 
well because it is a tax measure upon a very large scale, involving 
a new tax base and the obtainment and management of stupen- 
dous sums of money over a period, not of years, but of generations. 
The stated objectives in themselves are broad, and the possible 
effects and consequences are far-reaching. 

The total annual cost of the present scope of activities is not 
apparent, but it may be expected to be in keeping with the size 
of the undertaking. At the time that this is being written there 
is much interest in and discussion of the president’s suggestion 
for new taxes of some one-half billion dollars. Little is said of 
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the taxes arising out of the existing social-security act, which 
begin at something ‘above one-half billion dollars, and eventually 
may amount to seven billion dollars a year, if conservative esti- 
mates, made later, are reasonable. 

The seven billion dollars a year, of course, is in addition to what 
it may be costing to run the government and extraordinary relief, 
if such there be, at the time. 

It would be a mistaken idea to regard the federal social-security 
act as merely another piece of ‘‘new deal”’ legislation and, if one 
happen not to be a ‘‘new-dealer,’’ to hope that the supreme court 
will upset it. We shall have the subject with us from now on. 
If we had not had this act we should soon have had another. 
Some such legislation was inevitable. The major depression has 
emphasized the social problems of our economic system. The 
hardships through which we have gone and with which we are 
still struggling have brought to the front questions of social 
equity and “rights’’ which can not be answered by denials or 
by mere indifference. Want is not satisfied by pointing out the 
pitfalls on the road to easy plenty, and the desire for security for 
oneself and one’s own is too closely akin to instinct to be sup- 
pressed easily by general condemnation of programs or motives. 
Too many banks have closed with losses of savings; too many 
investments have shrunk with the disappearance of income; and 
too many jobs have been lost by persons who were thrown upon 
inadequate resources through no fault of their own, to maintain 
unshaken a belief in the old principle of thrift and the virtue of 
individual effort. They proved to be of little help against over- 
whelming odds. 

When we remember this, it is nothing to wonder about that we 
have masses of people believing in ‘‘share the wealth” move- 
ments, notwithstanding the obvious impracticability of dividing 
the national wealth among the population. Some have a great 
deal—why should not all have some? Nor is it marvelous in 
these circumstances that thousands of people—perhaps millions 
by now—fervently sing ‘‘Onward, pension soldiers’’ and march 
believingly forward toward the time when all over sixty will re- 
ceive $200 a month from the government, never doubting that the 
means will be found somehow under the Townsend plan.* It 
will not be strange to find others, for whom the age of sixty is 
still beyond the summit, placing their faith in different plans, 
~~ The Townsend Plan: Taxing for Sixty; Nicholas Roosevelt; Doubleday, Doran & Co., Inc. 
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like the Ezekiel plan to provide work for all at $2,500 a year, 
for example.* 

Call these things idle dreams, foolish schemes, or what you will, 
but do not laugh them off as having no significance. They can 
be stopped only by recognizing the potential forces which exist, 
by facing the problems in a constructive attitude, devoting our 
best abilities to the development of a program along sound lines, 
toward an alleviation if not a remedy for situations which may 
become intolerable. This is not merely a social responsibility. 
It is a national necessity, having in mind the possibility that if a 
wholesome program is not found, some fantastic one such as 
those mentioned will prevail at last. 

In the presence of these considerations the 1935 act challenges 
thought. Manifestly it is only a beginning. Great Britain has 
had thirty-five laws or changes in unemployment laws in twenty- 
five years.t Undoubtedly we shall have to make changes in ours. 
The number that we shall have to make and the cost of our ex- 
perimentation will depend upon the sincerity and care with which 
we study the subject. The purpose of this article is to analyze, 
from this point of view, the more important features of the act. 
Are they sound in principle? Are they appropriate in scope? 
Are they justifiable in cost? Are they practical in administra- 
tion? If not, what is to be done about it? 

The analysis can comprise only the main proposals in these 
pages at a single attempt. We might first regard the law as a 
whole, estimate its effects and its cost, and then take up each one 
of its major parts (of which there are really only four) to weigh 
the probabilities and possibilities in it. 

Regarding the law as a whole, legal opinion seems to be divided 
upon the question of constitutionality, with rather a leaning 
against than for.{ It is not for a layman to judge with assurance 
the weight of either argument, or how much that which is opposed 
may be influenced by wishful thinking. 

It suffices to repeat that whichever way the debate may go on 
the present act, the fundamental problems remain to be solved. 
If the act is upheld the program will either have to be carried out 
or modified in future. If the act is declared unconstitutional, 





* $2500 a Year, Mordecai Ezekiel; Harcourt, Brace & Co. 

t Unemployment Insurance—Monograph 1, Policyholders Service Bureau, Metropolitan Life 
Insurance Company, p. 23. 

t The Federal Social Security Act, B. N. Armstrong; American Bar Association Journal, 
December 1935; p. 786. Also, Legal Opinion in the Majority Report to the Legislature of the 
State of New Jersey by the State Commission on Social Security; January 18, 1936. 
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what follows depends in no small degree upon how well the issues 
and objects are understood. Let us examine the present law. 

The act has eleven titles, or chapters, separating its various 
provisions. They need not be recapitulated here. It will be 
more helpful to give a summary of their meaning, free of legal 
phraseology and ail the incidental detail. The main features 
provide for: 


1. Old age monthly pensions for employees in certain occupa- 
tions who reach 65 years of age and retire. 

2. Unemployment compensation for employees in certain 
occupations who are out of work, with machinery for finding 
suitable jobs for them in private employ or, failing that, after 
compensation is exhausted, in public works. 

3. Funds for social service toward the welfare of mothers and 
children, of the blind, of the public health and of needy aged 
persons who do not come under the category first above men- 
tioned. 

4. Administration of the foregoing allotments and disburse- 
ments, as well as research and advice upon policies and legislation 
in the field of social welfare. 


Stripped of all technicalities, these are the four principal parts 
of the proposed program. In reality the activities are only three, 
namely, old-age pensions, unemployment compensation and state 
grants-in-aid, with administration pertinent to and part of the 
three; but in view of the scale and importance of administration 
it appears desirable to list it as a major part. 

The taxes, assessed in the taxing clauses ostensibly for general 
revenue but practically by implication and tacitly by the history 
of the law for effectuating most of the program, are at ascending 
rates during the next fourteen years. They may be summarized 
as follows: 


Summary of tax rates in the federal social- 
security act of 1935 


Per cent. of payroll 


A 





Unemployment Old-age benefit 
compensation tax on all em- 
tax on employ- ployers and em- 
ers of 8 or more __ ployees divided 
persons (B) equally (A) (B) Total 


PEs ch vacenudsans taken eweteeene eon 1% 1% 
ere ere eee rr re ee eee 2% 2% 4% 
et MPP T Tee Teer Tere errr Tye 3% 2% 5% 
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TO, Ob ioe need eaaleeeee meee 3% 3% 6% 
Ny We Be Ob ook pee ate eee 3% 4% 7% 
Wee Be Shai ccacsddoaeweetes 3% 5% 8% 
TOG OE W256 Sos scons whee dicee saan 3% 6% 9% 


(A) Omitting any pay over $3,000 per annum. 
(B) Covering employment excepting certain occupations. (See following 
text.) 


The tax basis is payrolls for employees in certain occupational 
classes, which in substance are identified by excepting agricultural 
employment, domestic service in private homes, government 
employees, railroad employees (as to pensions), vessel crews and 
employees of non-profit organizations. Using the census figures 
of 1930, it is estimated that some 26 million out of 49 million 
gainfully occupied workers would be covered—about 53%. 
These figures are subject to adjustment for various reasons, but 
it will do to understand that the provisions apply to about half 
the working population, that is to say, for the old-age benefit and 
unemployment compensation parts of the program. For the 
state grants-in-aid, the classification and the coverage are de- 
termined by need, including needy old age assistance for those 
who are not eligible under the old-age benefit plan. 

The maximum ultimate tax rate in most cases is 9%, of which, 
generally speaking, the employer pays 6% and the employee 3%. 
Dire predictions are being made by writers in technical and other 
publications of the devastating effects which these taxes will have 
upon costs, upon prices and upon industries. These predictions 
are in the public service if they will arouse interest by sounding 
an alarm. Some of them are overdrawn or beside the major 
points. It is contended, for example, that the payroll taxes will 
have such a pyramiding effect that the 6% levied upon employers 
will ultimately grow to be 10% and 15% in price advances by 
being passed along. The contention is incorrect as to price 
behavior. It is sufficiently plausible, however, to demand con- 
siderable attention, and for that reason it will be worth while to 
demonstrate the fallacy in it. This can be done by a simple 
arithmetical calculation. 

Let us assume products passing from one to another through 
five processes involving varying proportions of labor in their 
costs. The products may be anything, and the figures may be 
hypothetical. 
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I. Original proportions of the sales dollar for various products passing through 
successive processes of manufacture and distribution 





1 2 3 4 
Materials Net profit 
and All ——————— Sales 
overhead labor % Amount price 
Le rr $ .10 $ .€ 10 $ .10 $1.00 
SOCONG PROCESS. .. 0... 6.6.5. eee 1.00 .54 8 «ko 1.67 
fi rae 1.67 206 «12 .50 4.21 
POUPEH (POCORN... 2... ce cic eee 4.21 9.82 4 .58 14.61 
ree 14.61 3.65 6 Li 19.43 
RR iaicndoetyeke ec $16.85 $2.48 














These figures represent (1) existing costs of materials and over- 
head (supplies, etc. and fixed charges) combined, (2) the existing 
cost of labor, direct and indirect, including manufacture and dis- 
tribution, (3) the per cent. and amount of net profit and (4) 
the selling price. 

Let us assume further that each manufacturer pays his 6% tax 
upon labor and passes his entire increased cost along to the next 
manufacturer or converter, including an increased profit sufficient 
to maintain his original percentage of profit upon sales. The 
figures then would be altered as follows: 


II. Price levels of products after passing along 6% payroll taxes and maintain- 
ing former profit percentages 




















5 6 7 8 9 
Materials 
and All Net profit Price 
overhead labor ——~——~ Sales __ index 
(a) (b) % Amount price (c) 
Oe $ .10 $ .85 10 $ .10 $1.05 1.053 
SOG PEOCENS. .... 2 6... se 1.05 or .14 1.76 1.056 
fo 1.76 2.46 - 12 .54 4.46 1.059 
Fourth process............ 4.46 10.41 4 .62 15.49 1.06 
Pen POOOOMR. 5 5. ccs 15.49 ser... 6 1.3 20.59 1.06 
MEY ba ceesadeberues $17 .86 $2.63 
Increase over (I).......... 1.01 s45 








Increase in final sales price 
ines Ss Shs 


— 
— 
an 





(a) At preceding increased sales price. 
(b) At 1.06 to include tax. 
(c) Ratio to previously existing sales price. 
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These figures indicate the result after each manufacturer has 
paid for his materials and overhead at the increased prices of 
predecessors (5). The overhead represents supplies, etc., pre- 
sumably subject to the same effect as materials. It also includes 
fixed charges, presumably not so subject, which however are 
ignored for simplicity. 

All indirect labor usually included in overhead is included for 
this purpose under labor. The labor cost (6) increases by the 
amount of the taxes at 6%, and then added to the increased 
material cost, with an amount of profit sufficient to maintain 
the original percentage (7), results in the increased price levels to 
successors (8). It will be seen that the price level increase does 
not exceed 6% (9). 

This is a lengthy way of saying that the payroll taxes of 6%, if 
universally advanced, could only result in a price advance of 6%. 
If all costs and profits change from 100 to 106, the resulting price 
level becomes 106. 

On the other hand, the example also illustrates (in an intention- 
ally simple manner) what will happen if the burden is so passed 
along: the final purchaser pays the total taxes plus profit increases. 
The price he pays has advanced only 6%, but there has been ac- 
cumulated in it $1.01 in aggregate taxes and 15 cents in added 
profits. In this respect the basis approximates a sales tax, but 
with an important distinction, namely, that a sales tax is automatic 
and geometric in advancement, whereas the payroll tax is not. 

The assumption in these calculations that all the taxes will be 
passed along and that a profit will be added thereon is improbable. 
We must take into account many other factors which may have 
a bearing upon price action. The restraints arising from com- 
petition within an industry and between industries will remain 
(let us hope) and will tend to retard prices. In turn, technological 
advances will be made, stimulated in part by the threat of heavy 
drain on profits. Increase in volume would have a strong 
influence upon a reduction in price. All these are interrelated, 
but all of them would tend to compensate for the taxes to some 
extent and all of them taken together in the happiest combination 
would markedly lower prices. The same influences naturally 
apply to purchasing power. 

It is held that the new taxes will have the effect of seriously 
reducing purchasing power, that if prices advance to the level of 
106 and the income of employees drops to the level of 97 (because 
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of the 3% tax on employees) the resulting effect upon purchasing 
power might be to bring it down to the level 91.5 (97/106). Such 
a conclusion is not warranted, for the reason given, namely that 
the probable effect of compensating factors is ignored. 

The case really is that it is impossible |to predict definitely the 
effect of the new taxes upon prices, without at the same time eval- 
uating a number of unknowns that are difficult to resolve. Any 
such forecasts, therefore, are mainly conjecture. 

Probably the new taxes at first will have a depressant effect, 
the degree of which can not be reckoned. But unless we are to 
remain henceforth in our present position of growth we can not 
reason that the whole burden must come out of income at present 
levels. Until we abandon all hope and faith in further progress 
we may expect compensating impulses to counter and reduce 
the burden of the taxes. Argument against the proposed pro- 
gram directed solely or mainly at presumed ill effects upon 
prices and purchasing power is not convincing. 

There is more to the argument that the incidence of the taxes 
is unequal because in some industries the proportion of labor in 
cost is small, whereas in others it is high. The taxes will fall 
upon the latter with greater weight, to such an extent, it is held, 
that in some industries in which profit now is slim all profit will 
be taken up by the taxes. 

The extent to which profits are affected again will depend some- 
what upon the factors already mentioned, but it is evident that 
the payroll tax basis introduces new problems of adjustment 
between small-labor-cost enterprises and large-labor-cost enter- 
prises in competing industries. When the enterprises are in the 
same industry the problems already exist, but they will be aggra- 
vated unless the taxes are uniformly passed along. In both 
cases the effect would be to narrow competitive differentials 
with the advantage in favor of the small-labor-cost operator. 
It is perplexing to see how to get around this obstacle, because 
a resort to steps in tax rates according to labor cost percentages, 
aside from the practical difficulties, would only be equivalent to 
assessing the taxes at lower rates upon total costs, and this would 
be inching still closer to a sales tax. 

We found in the processing taxes that inter-industry adjust- 
ments were troublesome, yet in that attempt the elements were 
simpler. Hence we may expect no easv task in getting the kinks 
out of the payroll taxes. 
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These objections, however, do not appear sufficient to support 
a judgment against the whole program or such parts of it as are 
sustainable on adequate grounds. Other countries have carried 
on such social measures (although, it should be said, on a lesser 
scale) without bringing privation to whole industries and op- 
pression to all business; hence we may expect to find a way 
through to do what we have to do. 

Leaving the questions of tax rates with these observations, we 
may proceed to examine the total tax bill which we shall be called 
upon to foot. 

Appropriations are authorized in the various titles of the act 

to carry out specific purposes. The amounts of these appropria- 
tions aggregate about 100 million dollars for the fiscal year ending 
June 30, 1936, and thereafter about 150 million dollars a year (see 
schedule ‘‘1’’). These figures, however, do not at all indicate the 
total cost of the program. They include only 50 million dollars 
for old-age assistance to states, which ultimately would be far 
short of the necessary amount. They include only 49 million 
dollars for the federal apportionment to states toward defraying 
the expenses of unemployment compensation administration, 
which will not be enough, if 5% of total revenues is a fair allow- 
ance for administration. The expense of the old-age benefit 
plan also is not included. 
#a The full financial import of the program becomes evident 
only when one considers the total revenues in future years 
upon the present terms. The figures contained in the report 
of the senate finance committee, May 20, 1935,* which are per- 
haps the best figures publicly available at this time, show that the 
total tax revenues are estimated to run about as follows: 


Estimated total tax revenues under the federal social-security act of 1935 
(Millions of dollars) 
Adminis- Total tax 
Funds tration revenues 





EPs + +00 senscnanenaens sub bend taeee teal 1,410 136 1,546 
GES ove ctw 6bd0se ccednsebecesbennasaneere 2,600 185 2,785 
GU SN cWh cds cveesevasdenaseasusenabaveon 2,827 201 3,028 
SUUUR I sidevsckcdeceessecancnesuaeeel 3,055 217 3,272 
SR eeb ides senvnensnnns écanne sane 3,180 225 3,405 


These estimates are of annual revenues at the respective times 
to be derived from the payroll taxes set in the act (schedule ‘‘2’’). 


Bi ana. Calendar 661. Report No. 668 to accompany H. R. 7260. The Social Security 
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They still do not indicate the probable total annual costs, 
which, as previously stated, in 1980 may run to seven billion 
dollars a year for maintaining the present program without any 
additional ventures. 

We have first the grants-in-aid to states. According to the 
appropriations which have been mentioned (schedule “‘1’’), and 
omitting for the time being any old-age assistance, these will 
cost at the outset some 50 million dollars. This estimate does 
not include the shares which the states must raise, in some cases 
one-half and in others two-thirds. Taking these into account, 
as well as the probability of increases, we may set down for state 
grants at least $150,000,000. 

For unemployment compensation it is estimated that the 90% 
share authorized to be remitted in the federal act, if full advantage 
is taken of it by all states, in 1980 will amount to about $1,000,- 
000,000 (schedule ‘‘2’’). 

The annual tax collections for the old-age benefit plan in 1980 
are estimated to be $2,180,000,000 (schedule ‘‘2”’). To this we 
must add about $1,000,000,000 for the interest on federal securi- 
ties, in which the retirement reserve is to be invested, which must 
come out of general taxation (as later explained) making a total 
of $3,180,000,000. 

A budget must be estimated for needy old-age assistance, that 
is to say, for federal grants to states of one-half the cost, and for 
state tax collections of the other half of the cost, of supporting 
aged persons who are not eligible to the old-age benefit plan. 
According to the calculation made elsewhere in this article there 
may be about six million aged persons in 1980 who can not draw 
federal pensions and who must look to the states for assistance. 
Computed at the modest rate of $400 per annum their assistance 
would cost $2,520,000,000, including 5% for administration. 

Finally, for the costs of administration we have the estimate 
(schedule ‘‘2’’), of $225,000,000. 

To recapitulate, the annual cost in 1980 may amount to: 


State grants program $ 150,000,000 
Unemployment compensation program 1,000,000,000 
Federal old-age benefit program 3,180,000,000 
State old-age assistance 2,520,000,000 
Administration 225,000,000 


Total, before allowance for contingencies $7,075,000,000 
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These estimates, of course, are in 1936 dollars. How heavy 
the burden will be is problematical; presumably, the estimates of 
revenue include allowance for an increase in average per-capita 
earnings. Many of us who are struggling to comprehend the 
possible consequences of the social-security program will not be 
here to witness its fruition, so we can not divine whether 7 billion 
dollars will be much money in 1980 or not. Seven billion dollars 
looms large within recollection of a national income of 45 billions. 
But if the rate of growth in national income in the next 44 years 
is anything like what it was during the 20 years from 1909 to 1928* 
the national income may be 170 billions in 1980, even after due 
deflation to express real purchasing power. Who can tell? 

Cheerful optimism, however, as to the relative cost in the blue 
haze of the future of obligations to which we are now commit- 
ting our children in the name of security is a rather insecure basis 
for the undertaking. We should carefully consider our policy. 

Let us take up now each part of the program, starting with the 
old-age benefit plan, which is the most important and fraught 
with the most important uncertainties. 


THE OLD-AGE BENEFIT PLAN 


The gist of the federal old-age pension plan is: 

Employees who retire upon reaching the age of 65 shall receive 
monthly pensions from the federal government. The only 
qualifications are that $2,000 shall have been earned in five years 
in occupations not exempted, the exemptions being, in substance, 
agricultural labor, domestic service, government employees, rail- 
road employees, vessel crews, employees of non-profit organiza- 
tions and casual labor. 

The amount of the pension per month is related to the total 
wages earned until retirement at 65, at %% of the first $3,000 plus 
Wo% of the next $42,000 and 444% of any over $42,000, with 
a maximum pension at $85 a month. In effect the pension per 
annum would amount to 6% of the first $3,000, plus 1% of the 
next $42,000 and %% of any earnings over $42,000 (see chart I). 
A death benefit of 314% of earnings is prescribed, to be paid, less 
any pensions which have been paid, to the decedent’s estate. 

The money to pay the pensions is to be accumulated by the 
annuity method in a retirement reserve, which is to be maintained 





* The National Income and Its Purchasing Power, Willford Isbell King, National Bureau of 
Economic Research, Inc. 1930. 
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on an actuarial basis at 3% per annum. The necessary amounts 
are to be appropriated from the treasury (practically they are to 
come from the payroll taxes). 

The reserve is to be invested exclusively in federal securities 
to earn not less than 3% interest, the interest being increment to 
the reserve. According to the estimates contained in the report 
of the senate finance committee, May 20, 1935, the reserve is 
expected to grow as follows: 


Federal old-age benefit reserve plan 
(Billions of dollars) 


Appro- 

priation Interest Balance 
for on Benefit in 

reserve reserve payments reserve 


0.7 0.04 0.02 2.0 
1.1 0.17 0.19 6.9 
1.8 0.37 0.51 14.0 
4.9 0.84 1.38 29.5 
2.1 1.21 2.30 41.4 

2 1.41 3.51 46.9 


The appropriations to the reserve are somewhat less than the 
revenue estimated from taxes, the difference presumably being 
allowed for administration (see schedule ‘‘2’’). In 1980 the 
amount of the reserve is estimated to be about 47 billion dollars, 
at which point we may assume the principal of the fund will re- 
main constant, the interest plus the current tax revenue sufficing 
to pay the current benefits. 

Leaving aside for the moment the question whether the provi- 
sion is adequate, let us consider the advantages and disadvantages 
of the method. 

The main advantages sought are employment of the annuity 
principle with security of investment. Thus the funds out of 
which to pay pensions are to be accumulated during the employ- 
ees’ working years, and the interest on the fund is to help defray 
the cost. 

There are many disadvantages. 

The first is the accumulation of such a huge fund, which has 
never been attempted before, in excess of all the reserves of all life- 
insurance companies. It was not the intention originally, ac- 
cording to the report of the president’s committee on economic 
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security, to pile up any such sum. The recommendation of the 
committee was for a reserve of perhaps 15 billion dollars, there- 
after resorting to a pay-as-you-go plan.* A reserve more than 
three times as large greatly increases the management problem. 

The management problem, moreover, is not entirely financial. 
It is also political—very much so. Under the wording of the act 
the tax revenues are to be collected by the treasury. The con- 
gress then is to appropriate the necessary amounts for the build- 
ing up of the reserve. The reserve, it is specified, shall be kept 
upon an actuarial basis. Is it not probable that it will become a 
strong temptation, as billions upon billions accumulate, to stop 
appropriating and use the money for other and more pressing cur- 
rent requirements? Whatan impetus to spending this might give! 

The congress has failed to appropriate the necessary amounts 
to maintain the federal retirement system for civil-service em- 
ployees. Quoting from A. B. Gunnarson:f 


“Since 1920, the federal government has been operating a 
retirement system for its civil-service employees. According to 
the latest audit report of the fund, the accrued liabilities of the 
fund, actuarially determined, amounted to approximately $1,500,- 
000,000, while the assets were about % of that amount. Hence, 
there was, at the time of the audit, a deficiency in the fund of 
almost $1,000,000,000—representing the amount which congress 


would now have to appropriate to place this fund on an actuarially 
sound basis.”’ 


Is it not also probable that with so much money in hand de- 
mands will be encouraged for increased benefits or reduced taxes 
while the treasury is flush? Stranger things than these have hap- 
pened, as recently with the soldiers’ bonus, wherein government 
payments to politically organized beneficiaries were concerned. 

Private life-insurance companies, operating strictly upon actu- 
arial principles with stipulated reserves, can maintain their 
solvency only because such diversions and deviations can not be 
made. The government can maintain the integrity of the reserve 
plan only upon the same condition. 

Another question concerns the feasibility of investing 47 bil- 
lion dollars in government securities. This would mean fixing 
the national debt at something above 47 billion dollars. Assume 





* Report to the President 4) the a Someiiien on Economic Security; January 15, 1935, p. 30 
Government Printing Office, Washington. 


t Social Security Legislation oad Business Costs, A. B. Gunnarson; National Association of 
Cost Accountants Bulletin, Vol. XVII, No. 8, p. ‘377. 
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that half of our present national debt of some 30 billions could be 
“‘retired’’ by investment of old-age reserve funds. Thus 15 
billions of the 47 billion old-age reserve would go into existing 
securities, leaving 32 billion which must be invested in specially 
issued federal securities. The situation then would be: 





National debt converted into old-age reserve............ billions 
Old-age reserve invested in new federal securities......... 32 47 " 
Original national debt still outstanding................. ite 










eee eee eee eee eee eee eee eee eseeeeeeeeeeee 


To state this another way, the federal government under the 
present plan will be committed to an ultimate liability for a 
fund of 47 billion dollars plus any national debt that might be 
outstanding in the hands of the public. 

Furthermore, wherein lies the interest saving which is the 
motive for adopting the reserve plan? The only saving is 3% 
on the retired 15 billions. Another billion dollars must be raised 
in current taxes to pay the interest on the increased national debt. 

Beyond the serious difficulties of maintaining an actuarial 
scheme of this magnitude under political management, there is 
doubt of the actuarial soundness of the proposed method. First, 
some of the benefit rates and the coverage were shifted between 
the time when the actuarial calculations were made for the 
president’s committee on economic security and the passage of 
the act. Secondly, the rate of benefit is not proportional to the 
rate of contribution on an annuity principle. The lowest paid 
workers, that is to say those who have contributed the least, 
will draw relatively greater benefits than the highest paid workers 
who have contributed the most. This condition is illustrated in 
chart I. Not only does the lower paid worker receive a higher 
percentage of his average pay in pension than the higher paid 
worker, but his rate of advancement with years of service is greater 
as well. The $50 a month employee is entitled to a pension after 
10 years of 35%, and after 40 years of 65%, whereas the $250 
a month employee is entitled after 10 years to 15% and after 40 
years to 32%%, of the monthly wages respectively. 

As a consequence the following situation exists in the relation 
between benefits and contributions. For employees receiving 
annual wages respectively of: 


$900 $1,200 $1,800 $2,400 $3,000 
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the annual contributions on the part of the employer and the 
employee together at 6% per annum will be: 


$54 $72 $108 $144 $180 


At the end of 40 years the accumulated reserve for each employee 
at 3% (that is to say the amount of an annual deposit at the end 
of the year at 3% interest computed annually for 40 years) will be: 


$4,072 $5,429 $8,143 $10,858 $13,572 


The annual pension at the end of 40 years of employment for 
each of these employees will be: 


$510 $615 $735 $855 $975 


The accumulated reserves are sufficient to pay these pensions 
(including interest on declining balances at 3% per annum) 
to each of these employees for the following number of years: 


9 10 13 16 18 


In each case the number of years after reaching 65 in which each 
employee starts to draw out more than he himself contributed 
plus 3% annual compound interest is as follows: 


44% 5 6% 8 9 


Having in mind that life expectancy at 65 is something over 12 
years, it will be clear from the foregoing by interpolation that all 
those earning less than $1,500 per annum accumulate reserves 
insufficient for their life expectancy. These will be greatest in 
number. The average annual income of wage and salaried em- 
ployees in 1932 was $1,199. All those earning more than $1,500 
per annum will accumulate excessive reserves. 

M. A. Linton, vice-president of the Actuarial Society of Amer- 
ica and actuarial counsel to the president’s committee on economic 
security, states :* 










































“Another interesting question connected with the actuarial 
balance of the system has to do with the 6% tax rate that is to 
be reached in 1949 and then maintained indefinitely applying to 
all new entrants, most of whom will be under 20 years of age. 
This 6% rate is considerably above the true figure for these | 
young entrants taken by themselves as it has been necessary to 
overcharge them in order to make up for the unearned pensions 
that will be paid to those who are included in the system at its 


* Reserve Provisions of the Federal Old Age Security Program, M. Albert Linton; Vol. 36, 
Part 2, No. 94, p. 370, Transactions—Actuarial Society of America. 
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inauguration. Will this situation prove to be stable or is there 
likely to be political agitation to shift the excess cost over to the 
general revenue fund of the government? Eventually, of course, 
after the excess cost has been liquidated it will be possible to 
support the system by a tax rate that is less than 6%. How- 
ever, that will be many years hence, and in the meantime there 
will be ample opportunity for difficulties to arise with the higher- 
than-necessary rate for young entrants.” 

Another point which must be classified under disadvantages is 
that the cost of taking care of aged people would appear to be no 
less under the retirement reserve plan after all these complica- 
tions have been overcome than it would be on a straightforward 
pay-as-you-go plan raising the necessary taxes as they are needed. 
The coverage of the old-age benefit law, as has been stated, was 
about 26 million on the basis of the 1930 census, or some 53% of 
the 49 million gainfully occupied. Using survivorship ratios for 
white males, there would be living in the year 1980 approximately 
8,400,000 of the original 49 million, 53% of whom would be draw- 
ing pensions, some 4% million—let us say 5 million at the 
outside. The population in 1980 aged 65 and over is estimated to 
be 17 million.* Therefore, 12 million are not eligible under the 
old-age benefit plan. On the basis of 50% dependency (assumed 
in the report of the senate finance committee) 6 million people 
will require old-age assistance, which at $400 per annum plus 5% 
for administration will cost $2,520,000,000. 

The old-age benefit payments in 1980 are estimated to be 3% 
billion dollars.t Against this the interest on the reserve is esti- 
mated to amount to 1.4 billion, but as previously explained this is 
not apt to be realized, and the annual interest cost not “saved’”’ 
will probably amount to 1 billion, leaving the old-age benefit 
cost at about 3 billion dollars. 

This brings the total cost of taking care of all aged 65 and over 
who need aid or come under the benefit plan to about 5% billion 
dollars per annum. 

On the other hand, we could provide for 11 million aged persons . 
(the same number) at $480 per annum at an annual cost of 5% 
billion dollars including 5% administration, without any retire- 
ment reserve. 

Nothing is to be gained in reduction in cost by entering upon the 
unknown risks of establishing a reserve of 47 billion dollars. It 


* 1988. p12 to Report to the President — the Committee on Economic Security, January 
= 1935, p. 12, Government Printing Office, W: gton. 
Report of Senate Finance Committee, May 20, 1935, p. "9. 
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may be said that without the accumulation of contributions the 
burden would be left to future generations. Where does it rest 
now? The only change in status under the reserve plan is to 
substitute the state for the family, and we might well pause be- 
fore we sponsor such a fundamental change. 

Weighing all these considerations one wonders whether it 
would not be far better to make whatever may be determined 
to be adequate provision for old age by straight pay-as-you-go 
means, or if a retirement reserve is to be used, through a modest 
one supplemented by the pay-as-you-go means. 

As a matter of policy, are we satisfied that we have reached 
the point at which state paternalism is to operate to such an 
extent that it shall become a matter of public rather than private 
interest and obligation to provide an income for half the popula- 
tion aged 65 and over? If so, we must also contemplate that it 
will not be long before we shall have to provide similarly for the 
other half, and probably not long after that before the limit will 
be 60 rather than 65. It is a step that we must ponder well. 
There does not seem to be an immediate actual need for it. 
Reference is made in the report of the senate finance committee 
to the condition that something over one million aged persons 
were in need of assistance and to the estimated present population 
aged 65 and over of some 7% millions. These figures show no 
such present heavy ratio of need as to require such a broad pro- 
gram, and we should not lose all sense of this as we bow before 
the forces which our economic struggle has stirred up. 

One could fill many pages on this theme, but perhaps it is just 
as well to leave it for another time. Let us pass to consideration 
of the unemployment-compensation plan. 


UNEMPLOYMENT COMPENSATION 


The unemployment-compensation part of the social-security 
program, federal and state, is filled with a multitude of complexi- 
. ties of policy and administration, as might be expected. A synop- 
sis of the main features of the laws will serve and avoid much 
puzzling. 

Employees who lose their jobs are entitled to unemployment 
compensation under certain conditions. The coverage, that is to 
say the occupations included and excluded, are substantially 
the same in the federal act as for old-age benefits, except that 
casual labor is not exempt. The state laws which have been 
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passed add a variety of other exemptions. Uniformly an im- 
portant characteristic of eligibility is employment. Those pres- 
ently unemployed can become eligible only after they are re- 
employed. 

Certain stipulations are made as to the relation of benefit to 
pay, the duration of benefit to duration of employment, the 
length of the waiting period between loss of employment and 
commencement of benefit, etc. State unemployment laws are 
subject to acceptability under the federal law, which contains 
certain minimum requirements. One of these is that benefits 
shall not begin until two years after inauguration of a state plan. 
This is essential in order to accumulate a reserve, but it is inter- 
esting, although a digression, that the requirement may have op- 
erated to retard parallel action on the part of states (aside from 
state constitutional bars), because there is nothing lost, rather 
something gained, in waiting for a year on the chance that 
constitutionality of the law may be tested, when it is plain that 
reserves at higher tax rates for two years will accumulate more 
rapidly. 

The money is to come from taxes levied on employers of eight 
or more persons. Here, as in the case of the old-age benefit taxes, 
the revenues are explicitly separate in the federal act, but prac- 
tically this does not alter the purpose. The definitions of em- 
ployers vary in some state laws and in some states employees 
are also called upon to contribute. 

The federal act provides for the remission of 90% of the federal 
tax in states having conforming laws. 

Reserve funds are required to be lodged with the federal gov- 
ernment. They are to be accumulated out of the excess of 
revenue over early demands for compensation, but the reserves 
are not expected to rise like the old-age retirement reserve. 

Consideration of the unemployment compensation program 
divides into questions of policy and questions of method. The 
wisdom of undertaking to develop some machinery for the allevi- 
ation of unpreventable unemployment is generally accepted in 
principle. Prior to the slump, leading manufacturers had already 
begun experimentation on their own account with various plans, 
but these naturally fell, under the extraordinary need which 
developed. It should be said here parenthetically that such plans 
were not intended to cope with a major depression, nor is it the 
idea in a program of unemployment compensation on a nationally 
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codrdinated scale to provide a remedy for emergencies. Unem- 
ployment compensation is intended for interim relief during what 
may be termed more or less normal unemployment swings, and 
when this relief is exhausted because of the severity of conditions 
it is the intention to turn again to public works for extended 
relief. 

Thus there really are no questions of policy. The trend has 
clearly been toward recognition of a social responsibility for the 
unemployment problem. The main bar to state action was the 
competitive disadvantage of individual action. The federal act 
is designed to furnish the stimulus for concerted state action and 
the means for codrdination. Now is the best time for such 
action, the potential demands upon the first fund being pre- 
sumably at their lowest, because those whose jobs have lasted 
until now are least likely to become applicants for benefits. The 
desirability of doing something is clear. The questions and the 
problems all relate to what is to be done and how it is to be done. 

Questions as to method undoubtedly will be answerable much 
better a few years hence, after we shall have had the experience 
of the initial trials. Therefore it is a virtue in the present pro- 
gram that latitude in the development of methods in the respec- 
tive states is definitely planned. To be sure, this also brings on a 
tremendous confusion of pattern (see schedule ‘‘3’’) but this seems 
unavoidable and possibly is not entirely disadvantageous. At 
any rate the dangers ahead do not loom as large as those in the 
old-age benefit program. One might wish that we had confined 
our first attempt at social security to the problems of unemploy- 
ment and state aid, as indeed there is reason to believe was the 
original aim. 

There appear now to be four major aspects to the unemploy- 
ment-compensation program. These are (1) the need for or- 
ganization, (2) development of the best type of method, (3) 
determination of the desirability of merit ratings and (4) an 
effective approach to the social problems remaining which are 
not comprised in the present scope. 

Clearly, if we are to deal with the unemployment problem we 
must build an organization and a technique which can be nation- 
ally codrdinated. As a single employer could not hope to deal 
successfully with the problem when it gets beyond the confines 
of his own resources, so we could not hope to reach a solution in 
a single state. The condition of unemployment when it becomes 
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acute is not local toastate. O.C. Richter and W. R. Williamson 
say on this subject:* 


“The complexity of the causes of unemployment make the 
application of thorough-going remedies difficult. The implica- 
tion of the Wisconsin reserve plan that the individual employer 
can control employment within his plant so as to maintain re- 
serves indicates that he can determine what causes unemploy- 
ment and can effectually deal with the factors. Each employer 
can probably better his administration, improve plant organiza- 
tion and secure increased morale. He is, however, only part of 
the entire social and industrial system. It was clear to the staff 
that the individual employer could not do enough in reducing 
unemployment to carry out the claim of the individual reserve 
advocates as to its Utopian qualities. The social-security point 
of view admits the complexity of the problem, aims at a benefit 
within narrow limits which shall remove actual want over a 
given period of time and still postpones the problem of dealing 
with want outside of those limits. The staff and several members 
of the advisory council leaned very strongly toward pooled funds 
alone and members of the staff who favored a national program 
suggested an equalization fund which should make the pool 
essentially a national pool rather than a series of state pools. 
The narrow plant reserve idea of a very limited liability seemed 
too superficial a remedy for so complete a problem.” 


We suffer, moreover, from a woful lack of knowledge of the 
unemployment problem, having not even trustworthy statistics 
upon the number of unemployed, their age, kind, concentration 
and circumstances. The obtaining of such data may well be a 
function of organization of no inconsiderable importance. 

We have to learn which type of fund may prove most effective. 
Three are now being tried, namely, the state pooled fund, the 
individual employer’s reserve account and guaranteed employ- 
ment. The quotation already given from Richter and William- 
son advocates the pooled fund. 

The question whether merit ratings are desirable or undesirable 

still being debated. Many of the plans provide for an eventual 
reduction in the taxes payable by employers who are successful in 
maintaining meritorious records of employment stabilization, 
presumably on the theory that an employer who keeps down 
unemployment among his own employees should not have to pay 
the cost of providing for employers who do not. There are sev- 





* The Social Security Act of 1935 and the Work of the Committee on Economic Security; O. C. 
Richter and W. R. Williamson, Vol. 36, Part 2, No. 94, p. 339, Transactions—Actuarial Society 
of America. 
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eral objections to this reasoning. One is that if such reductions 
were made the entire load would fall upon the employers least able 
to carry it. Another is that the successful employer is not by 
that accomplishment relieved of a general social responsibility, 
much in the same way that we who do not break the law must 
pay taxes to support an organization to maintain the law. 

The social problems remaining outside the scope of the present 
program will have to be met before very long. The present un- 
employed must be put back to work. Seasonal and part-time 
workers can not be provided for adequately in the present plans. 
Tremendous numbers of workers are excluded by the classification 
in the laws. Agricultural workers, for example, are omitted, 
probably largely because of the difficulty of including them in an 
administrative scheme. We would require employment offices 
on wheels to reach them and keep track of them. Domestic 
service is excluded. One can imagine the difficulties of collecting 
taxes from housewives or judging the vicissitudes of unemploy- 
ment and migration amongst workers in domestic service. 

Finally, there remains to be solved, not the less important be- 
cause the last mentioned, the great question of the dole, the pay- 
ment of extended benefits after the statutory benefits have been 
exhausted, a situation with which great difficulty was had in 
Great Britain. As has been mentioned, it is the idea in such a 
situation to revert to public works, and it may be that the 
development of a suitable organization will enable this, but it 
will be accomplished by no means so easily as the idea is expressed. 

What would be the alternatives to the present program for 
dealing with the problems of unemployment? Would one of the 
alternatives be letting nature take its course, as we have done, 
until conditions become unbearable and we are forced to take 
emergency steps? This, as we should know, may be more costly 
in every way than the proposed program. 

A method, which has been discussed as an alternative, requiring 
an employer as an obligation of employment to pay a dismissal 
wage more or less equivalent to unemployment compensation has 
interesting possibilities. It has, however, some obvious difficul- 
ties, such as first obtaining national legislation to establish the 
obligation and, next, seeing to the enforcement of it. ° 

All in all, unemployment compensation is plainly a prob- 
lem with which we have to wrestle and the sensible way is to 
get at it. 
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STATE GRANTS-IN-AID 


The remaining social part of the security program provides for 
federal grants to the states of diverse amounts to further the wel- 
fare of mothers and children, to assist the blind and to advance 
public health research and activities. The nature of these is 
quite plain enough for the present purpose (see schedule ‘‘1’’) 
and the amounts involved are small in comparison with the old- 
age benefit and unemployment-compensation measures. The 
old-age assistance grants are to be applied to the benefit of those 
elderly persons in need who are not eligible under the retirement 
reserve plan. These grants may be excluded here from these 
comments because they have already been discussed in preceding 
paragraphs. The amounts to be appropriated for the state grants 
by the federal government require to be matched by the states 
with equal or greater amounts except as to public health services. 

One can find little to quarrel with in the objectives of these 
activities. We are dealing here with the alleviation of actual 
suffering, with improvement in the conditions of the handicapped 
and with raising the standards of health, and that these are things 
we have to do probably no one would deny. It is logical that we 
may do them better under the stimulus and facilitation of a 
nationally concerted program than we are now doing on an aver- 
age under individual state programs, which now probably vary 
considerably both as to adequacy of resources and adequacy of 
measures. The annual cost of an orderly national plan is a small 
item in the total and if well administered may prove to be money 
wisely spent. 

We pass now to the fourth part of the program, namely the 
administration of the principal measures for old-age pensions and 
for unemployment compensation. 


ADMINISTRATION 


The task of administering the provisions of the old-age pension 
plan is extraordinary. Even the initial step of preparing to ad- 
minister the law is staggering. Imagine the difficulties of com- 
piling fundamental data, comparable in part at least to the data 
required by life-insurance companies, upon some 26 million 
workers scattered through some 3 million square miles of conti- 
nental United States. This has to be accomplished by 1938 if 
the annual report required by the act upon the actuarial status 
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of the fund is to be rendered to the congress. It is true that 
benefit payments do not start until 1942 and that then these will 
only go to a small percentage of the total number of persons. 
Nevertheless it will be necessary to establish their identities and, 
what may in cases prove even more difficult, their ages. 

After the work of preparation, an organization with machinery 
must be built to keep track of all persons eligible for old-age 
benefits currently or at some future time. This will mean the 
keeping of upwards of 30 million individual accounts. The trans- 
actions to be recorded in these accounts would consist of at least 
one annual entry of each person’s wages. Actually this would 
probably amount to one and a fraction entries when changes in 
employment are taken into account. Next there would be a 
transaction authorizing the payment of monthly pensions ulti- 
mately to some 5 million persons. Assuming that the monthly 
details are kept on record in the decentralized public employment 
offices through which payment is intended to be made, according 
to the report of the president’s committee on economic security, 
these transactions will require at least another record in the 
federal accounts. Then deaths will have to be recorded and 
a settlement in final adjustment of the decedent’s account will 
have to be made. These will probably run to about 1,200 a day. 
Truly, it will have to be an accounting system on a magnificent 
scale. 

Of course, to be fair we must admit that the mere clerical re- 
cording of these transactions is an operation that we are well 
equipped in technical knowledge and in the development of 
mechanical devices to carry out with efficiency and economy, 
given an opportunity for proper organization and freedom from 
political bureaucracy. However, we probably shall not be able 
to reach in government administration the same degree of effec- 
tiveness that we have in the accounting administration of private 
enterprises. 

The form of administration of the unemployment compensation 
plan is primarily one of state management. It probably will be 
no less a problem because of this decentralization, inasmuch as 
the detail required will be greater, although the number of persons 
involved is probably about three-quarters as large and the num- 
ber of current beneficiaries is substantially smaller. We shall 
probably be doing well if we keep the cost of administration 
within 10% of the tax revenues for this purpose. 
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A new department of administration is begun with the estab- 
lishment of federal and state affiliated employment offices. Un- 
der the Wagner-Peyser act each state is to receive, according to 
certain conditions, an allotment of federal funds through the 
United States employment service. Under this plan there are 
already about 250 state employment offices. Also, we now have 
in addition to the 250 offices established under the Wagner- 
Peyser act some 1,250 branch offices for carrying on the emergency 
functions of the national reémployment service. These are for 
placing workers on public-works projects, and for this purpose the 
nation is divided into about 465 districts comprising usually 
several counties. It is to be expected that in order to carry out 
the provisions of the federal social-security act and the parallel 
state acts it will be necessary to extend public employment offices. 
This is intimated in the report of the president’s committee on 
economic security :* 


“The employment service, however, will have to be still further 
expanded and improved if the measures for economic security 
we have suggested are to be put into efficient operation. It is 
through the employment offices that the unemployment compen- 
sation benefits and also the old-age annuities are to be paid. These 
offices must function as efficient placement agencies if the ‘wil- 
lingness-to-work’ test of eligibility for benefits in unemployment 
compensation is to be made effective. They now function to 
select the employees on public-works projects and should have a 
similar relation to any expanded public-employment program. 
Above all, the employment offices should strive to become genuine 
clearing houses for all labor, at which all unemployed workers will 
be registered and to which employers will naturally turn when 
seeking employees. 

“To perform these important functions, a nation-wide system 
of employment offices is vital. The nucleus for such a system 
exists in the United States employment service and the national 
reémployment service, which have always been combined ‘at 
headquarters’ and are now being consolidated in states where 
both have existed. No fundamental change in the relation of the 
federal and state governments to the employment offices is 
deemed necessary, but some amendment of the Wagner-Peyser 
act is needed to enable the employment offices to perform all the 
functions our program contemplates. The larger funds required 
will come from the portion of the federal payroll tax retained for 
administrative purposes. 

“Closely related to the development of a more efficient employ- 





ae to the President of the Committee on Economic Security, January 15, 1935, p. 
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ment service is the federal regulation of private employment 
agencies doing an interstate business. The interstate business 
of such private agencies can not be regulated by the states, and, 
for the protection no less of the reputable agencies than of the 
workers, should be strictly regulated by the federal government.” 


Manifestly, such offices must be within reasonable distance of 
the employees who are to be served. One can not expect a man 
out of a job to walk more than five miles in order to report to 
an employment office. An estimate of the number of offices 
to which this extension might grow is a matter for speculation. 
There are more than 3,000 counties in the United States and it 
would take an average of only about 3 offices per county to bring 
us close to the guess of 10,000 public employment offices. 

These are the outstanding elements of the administrative part 
of the program, aside from the one of total annual cost, which has 
already been mentioned. 


CONCLUSION 


It seems absurd to try to summarize what has been expressed in 
the preceding pages of this review. The subject is too big to 
permit an article even at this length to be more than a summary 
in itsentirety. One can epitomize only by saying that the federal 
social-security act of 1935 is undoubtedly a momentous develop- 
ment in our history. Its provisions and requirements are vast 
in scope and evolutionary in objectives. Its probable minimum 
annual cost at cruising speed will be 7 billion dollars, beyond 
which the possibilities depend upon one’s fancy. 

Here is a notion, no better founded than 999,999,999 out of 
every billion notions. Suppose at some future time that we 
should develop a national yearning for the advantages of a social- 
istic state. What a wonderful start we should have with the 
establishment of 10,000 federal administrative offices, a national 
pool of 50 billion dollars and a part of the population inured to 
the benefits that will emanate from the state. The notion is 
probably visionary. 

Professor Tugwell is reported in the New York Sun * to have 
said in amplifying his belief that government spending is justified 
in the sense of investing in the welfare of humanity: 


‘“T believe in the extension of this investment principle, first in 





Po apg and Farmers, Unite, Address of Rexford G. Tugwell, the New York Sun, March 7, 
1 » PD. 23. 
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rescue operations, next in yardstick acquisitions and then in the 
complete dominance by the government of suitable areas of 
enterprise. I think this will happen .. .”’ 


Also: 


‘For my part I hope our government will never accommodate 
itself to the ruthless doctrine of survival; I hope it may continue 
to repair whatever ravages of industrial ruthlessness it finds 
itself unable to prevent. And I hope the costs will continue to 
be assessed upon the profits attributable to our increasing mechan- 
ical efficiency. For there is where they belong.” 


Again, after summarizing what has been done for the farmers: 


‘‘And for the workers a similar long list of gains has been 
registered. Honest attempts to regulate the hours and condi- 
tions of work have been made; the labor of women and children 
has been curtailed. Serious legal difficulties which have been 
interposed against these reforms we have refused to regard as 
insuperable. The intention has been made so plain that a new 
mandate will certainly result in their establishment and exten- 
sion.” 


And finally: 


“Our best strategy is to surge forward with the workers and 
the farmers of this nation, committed to general achievements, 
but trusting the genius of our leader for the disposition of our 
forces and the timing of our attacks. I do not need to remind 
you of his genius for this task, nor of his devotion to the cause of 
overthrowing industrial autocracy and the creation of the 
democratic discipline.” 


If an additional example to those given earlier is necessary, 
one may turn to the bills that have been introduced in both 
houses (Frazier—S. 3475 and Lundeen—H. R. 9680). These 
bills propose to establish a national system of social insurance 
for the benefit of all workers. The system is to go into immedi- 
ate operation and provide insurance for all wage earners, all 
salaried workers, farmers, professional workers and the self- 
employed, including those who are at present unemployed or 
suffer disability, as well as those who may become unemployed 
and may suffer disability in the future. The system is to pro- 
vide compensation by guaranteeing an income equal to average 
earnings (sic) but in no case less than a minimum standard of 
living. The minimum is given at $10 a week plus $3 for each 
dependent and the maximum at $20 a week plus $5 for each de- 
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pendent. There are provisions for aged persons 60 years old 
and over. There is one for the self-employed worker equal to 
the difference between his average weekly net earnings and the 
minimum compensation. Lastly, the costs of the system are to 
be a primary charge on the national wealth and are to be a com- 
ponent element of the budget of the federal government, to be 
provided out of the national treasury. Any additional costs 
necessitated by the system are to be derived, by suitable revenue 
legislation, from high incomes, corporate surpluses and other 
accumulated wealth and are not to be placed directly by payroll 
taxes or indirectly by sales taxes upon the workers of the United 
States, whose standard of living the measure seeks to protect. 

It is to be hoped, of course, that these bills will never be re- 
ported out and it may be that reference to them here may err 
by exaggeration. If so, the error may be excusable if emphasis 
is thereby laid upon the gravity of the considerations that are 
before us for decision in our social-security program. 
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Social Security 1 
Id Schedule **1"’ 4 
APPROPRIATIONS AUTHORIZED IN THE FEDERAL SociAL Security Act oF 1935 AND “i 
to THOSE RECOMMENDED BY THE COMMITTEE ON APPROPRIATIONS JANUARY 21, 1936 i 
he Amounts rec- f 
ommended by 
to Amounts author- committee on 
m- ized in the social- appropriations 
security act for report Jan. 21, 
be 1936 1936 for 1936 
(a) (c) 
sts 
t Social security board— 
jue Grants to states: 
1er Unemployment (administration) (title III)............. $ 4,000,000 (d) $ 2,250,000 
| Cll mae een CHIN TD ggg 55 5 cccci cc ccniccccacces 49,750,000 24,660,000 } 
oll Dependent children (title IV)............0s0c0eeeeeees 24,750,000 5,000,000 i 
red SE Ga Se CO a 5k 64 Shia cctdhsceccecciins 3,000,000 2,000,000 h 
We NG sok Co creas duadeeeecs i heasues eens $ 81,500,000 $33,910,000 
re- Administration (titles I, IV, VII and X)................. 530,000 (b) 1,000,000 
err Total. social-security board..............ecececeeeee $ 82,030,000 $34,910,000 
AS1S Treasury department: public health service— 
are Grants to states (title ViI—eec. 601)... 00... . ccc cece eee $ 8,000,000 $ 3,333,000 | 
Administration and research (title VI—sec. 603).......... 2,000,000 375,000 
"FORME, Siar OR INI ok. 6 ics cise cddecceccces $ 10,000,000 $ 3,708,000 | 
Department of labor: children’s bureau— 1 
Grants to states: 4 
Maternal and child health (title V—part 1)............ $ 3,800,000 $ 1,580,000 i 
Crippled children (title V—part 2).............020e0ee 2,850,000 1,187,000 j i 
Child-welfare (title V—part 3)...........000cceeeeeees 1,500,000 625,000 ii 
i 
14 
We ET & 5.5.hd Sree isec coi dccacevenecncnereal $ 8,150,000 $ 3,392,000 1! 
Administration (title V—part 5)... ...... ccc eee eee ees 425,000 150,000 ae 
aa 
Total, children’s bureau.............0cceceececeeees $ 8,575,000 $ 3,542,000 i 
i 
Department of the interior: office of education— a 
Grants to states—vocational rehabilitation (title V—part 4) $ 841,000 $ 350,000 fe 
Administration (title V—part 4)...........ccceeeeceeees 22,000 4,500 H 


eT eT Teer eer Tee $ 863,000 $ 354,500 


ono 


Department of commerce: bureau of the census— 
Administration $ 150,000 


Mera OT 





Grand total (before including administration allowance 
in old-age benefit plan, running ultimately to about 
$100,000,000—see schedule ‘'2").........02.2.0 00s $101,468,000 $42,664,500 


(a) Fiscal year ending June 30th. 

(b) The act authorized $530,000 for administration of old-age assistance, dependent children 
and aid to the blind, as included herein, and an indeterminate amount for the social- 
security board, which is not included herein. 

(c) H.R. 10,464 for fiscal year to June 30th. The original bill (H. R. 9,215) having failed to pass 
at the ist session of the 74th congress, some of the amounts now cover only five months 
instead of ten months’ requirements. 

(d) For the fiscal year ending June 30, 1937, and each fiscal year thereafter, the amount for 
grants to states for unemployment compensation administration is $49,000,000—ijncrease 
of $45,000,000. 
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A: 


H: 


K: 


L: 


M: 


NoTes—SCHEDULE ‘‘3” 
Exempt employments: 

A-1 Agricultural labor. 

A-2 Domestic service in a private home. 

A-3  Offficer or crew of vessel on U. S. navigable waters. 

A-4 Parents, spouse or minor child of employer. 

A-4a Spouse or minor child. 

A-S Employees of federa! government or instrumentality thereof. 

A-6 Employees of state government or instrumentality thereof. 

A-6a Governmental employees on an annual salary. 

A-7 Employees of non-profit religious, charitable, scientific, literary, educational or 
humane organizations. 

A-8 Employment under any direct U. S. unemployment compensation system. 

A-9 Casual labor not in course of employer's business. 

A-10 Employees of a senator, representative, delegate or resident commissioner in 
legislative service. 

A-11 District school officers or teachers, policemen, firemen, and persons subject to civil 
service act 1920. 

A-12 Employees on governmental relief project approved by commission. 

A-13 Employment on commission basis where employee is own master and earnings 
depend on his own efforts. 

A-14 Share fishermen wholly paid by share. 

A-15 Piece work done at home. 

A-16 Casual employees of 4 weeks or less. 

A-17 Officers or teachers in public or private schools or colleges. 

A-18 Teachers in public or private schools or colleges for the regular term. 

A-19 Physicians and nurses in public or private hospitals. 

A-20 Employment not in usual course of business or occupation carried on by employer 


for profit. 
A-21 Members of immediate family of employer. 
A-22 Employees of a common carrier subject to emergency railroad transportation act 


A-23 Seasonal employment, i.e., less than 12 weeks in year. 

A-24 Elected or appointed public officers. 

A-25 Employees of railroads or logging operations (optional). 

A-26 Employees of state fair, Wisconsin national guard or conservation commission for 
emergency fire fighting. 

A-27 Although federa! employees (A-5) are not specifically exempt, it may be super- 
fluous on the ground state can not tax federal government. 


: Excluded employees (although included to derive number of employees): 


Ba $250.00 a month or more, until December 31, 1936. 
Bb $50.00 a week or $2,600.00 per annum or more. 

Be $2,500.00 per annum or more. 

Bd $2,000.00 per annum or more. 





: Plus state assessment up to 0.2% for administration. 


: Merit ratings or credits: 


Da Subject to credit for contributions paid to states, up to 90% of federal tax. 

Daa After 1937, the 90% federal credit is obtainable in full, notwithstanding employer 
may pay a lower state rate through merit classification. 

Db Rate depends on merit classification or status of reserve. 

De Higher rate may be set if necessitated by chronic or excessive unemployment. 


: Voluntary employee contributions permitted to secure increased benefits. 


: Liability for contributions begins in all cases on January 1, 1936, excepting Wisconsin, July 
4. 


: Employee's contributions: 


Ga Equal to % of employer's contribution for employee. 
Gb Not to exceed 50% of employer's rate. 


1936 and 1937 rates variable with federal reserve board's adjusted index of total industrial 
production. 


The 4 employees must be employed at the same time. 


Law includes sub-contractors’ clause, holding employer of sub-contractor responsible in the 
absence of due assumption of contribution responsibility by sub-contractor. 


Less any amount not credited by federallaw. The maximum reduction would be to 0.9%, 
1.8% and 2.7% in cases where the entire payroll is in wages below $2,500.00 per annum. 
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Government Accounting in China 
By J. STEPHEN NoM LEE 


There has been much discussion lately about modernized 
methods of government accounting in European countries and in 
the United States of America. Such discussion is also found 
among the accounting profession in China today. Ten years 
ago, a modern accounting system was almost unknown; but 
today officers who are in charge of accounts and public records in 
the government organizations in China are enthusiastic about 
having their records and books modernized in accordance with 
the double-entry system. 

There were many reasons for the slow improvement in all gov- 
ernment procedures including accounting and statistical record- 


ing. One of the principal causes in the opinion of the accounting ° 


profession in China was the fact that appointed officers had un- 
certain terms of office, and therefore were not interested in exert- 
ing themselves for the betterment of conditions. However true 
this may have been, the attitude has been entirely changed. 
This was due, perhaps, to the quick perception on the part of 
officers, who are in charge of the administration of the business of 
government, that systematic reporting and a uniform accounting 
procedure are indispensable tools for an efficient government 
administration. 

A simple form of government accounting was in vogue in the 
various government organizations in China in the pre-republic 
days. The system was so antiquated and incomplete that public 
officers were often tempted to misappropriate funds for their 
personal gains. There were as many methods of recording and 
reporting as there were organizations in existence. None of these 
organizations had a complete and adequate system that would 
properly segregate transactions involving the different activities 
of the organizations and none of these organizations brought 
budgeting into use. Information concerning past operations was 
entirely lacking. There was no proper basis for guidance as to 
the future operations of the business. When one wished, for in- 
stance, to make reference to the budgets of a certain government 
organization or to estimated revenues from a certain tax for a cer- 
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tain fiscal period of another organization, he had to depend al- 
most entirely upon his own memory or that of others. 

The first movement to improve and to reorganize the govern- 
ment’s accounting system in China began in the third year after 
the birth of the republic (1914). Certain rules and methods for 
bookkeeping and reporting, drafted under the auspices of the 
ministry of audits, were adopted in 1914. These were intended 
primarily to furnish information for purpose of effecting economy, 
obtaining better control, producing data for departmental esti- 
mates and establishing uniformity in procedure. According to 
rule No. 13 of the ministry of audits’ procedure for bookkeeping 
and reporting, every government organization must submit to 
the ministry of audits the accounting system under which it is 
operating. Any part of the system found in conflict with the 
rules of the ministry of audits had to be returned for revision. 
It was thus quite evident that a uniform accounting system, orig- 
inally planned perhaps, was far from attainment; although this 
movement was a great impetus toward shaping the new uniform 
accounting system in later years. 

Between 1915 and 1916, the ministry of communication ap- 
pointed a committee to draft a uniform system of accounting 
and reporting for all state-owned railways. In 1925, another 
committee was appointed by the ministry of communication to 
draft a uniform accounting and reporting system for all electrical 
utility and wireless corporations. The respective committees 
were represented by trained men who were experts in handling 
the business and accounts of public utilities. The noteworthy 
feature of the committees was the fact that some of the members 
were widely acquainted with the uniform accounting systems of 
public utilities and railways in the United States and in many 
countries of Europe. Much care was taken to install the best 
features of the systems of other countries. Thus, the system of 
accounting and reporting under the ministry of communication 
stands today as the model of modernized uniform accounting 
systems in China. 

Parallel with the movement to establish a uniform system of 
accounting and reporting by the ministry of communication, the 
ministry of finance, in June, 1927, appointed a committee of ex- 
perts in accounting to reorganize the accounting system of all the 
government organizations under that department, and to draft a 
uniform system, if necessary, applicable to all government insti- 
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tutions and organizations, with the exception of those under the 
ministry of communication which already had their own. The 
committee was charged with an important task, and it was by no 
means an easy one. Fortunately, all members of the committee 
were experts in the modern technique of accounting and were 
thoroughly familiar with the conditions and complicated situa- 
tions existing in China. 

After four years of untiring effort and intensive study and 
research, the committee finally outlined, in 1931, what is known 
in China today as “‘The uniform system of government account- 
ing.’’ It was widely adopted throughout all the government or- 
ganizations in China. The system was exhaustively outlined, to 
be sure, but happily, the results so far have proven satisfactorily. 
The system is yet in its embryonic stage. It will have to undergo 
many changes before it is established on a sound and permanent 
foundation. 

As to the working of the present uniform accounting system, it 
is perhaps necessary to give the following explanations and 
particulars: 

First of all, Chinese government finance is administered jointly 
by (1) the ministry of finance, (2) the department of budgets, 
accounts and statistics, (3) the central bank of China and, finally, 
(4) the ministry of audits. As we are concerned only with the 
accounting of the government, I limit discussion, in a general way, 
to the department of budgets, accounts and statistics, which is a 
newly organized department to formulate and administer a uni- 
form system of procedure for the making of the national budgets 
and systematic control of accounts and statistics. The creation 
of this new department was recommended by the committee as 
part of the system. The main functions of this department are as 
follows: 

(1) to adopt and to enforce a double-entry bookkeeping system, 

(2) to adopt uniform accounting terminology, 

(3) to establish uniform budget accounts, 

(4) to establish uniform methods of business procedure and 

reporting for the government and its various divisions. 

The labors of the department are delegated to three bureaus; 
namely, (a) bureau of accounts, (b) bureau of statistics and (c) 
bureau of budgets. 

Before the organization of the new department, all work on 
national budgets, accounts and statistics was undertaken by a 
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special committee of the ministry of finance. Uniform procedure 
was sadly lacking. Financial statements received by the minis- 
try from the different organizations were in the nature of cash and 
disbursements only. Balance-sheets were unknown. Entries 
were so made that comparison between budgeted and actual re- 
ceipts and expenditures was almost impossible. Transactions 
were never completely recorded. Fiscal periods varied with 
different organizations, and there was no uniform system of 
reporting. 

The present uniform accounting system prescribes that all 
accounts must be kept by double-entry on an accrual basis. 
Although the system centers around two groups of accounts 
known as budget accounts and proprietary accounts, no attempt 
is made to segregate these two groups of accounts as is usually 
done in other countries. In this way, unnecessary duplication of 
accounting entries is eliminated. 

The basic structure of the balance-sheet according to the pres- 


ent uniform accounting system consists of the following ledger 
accounts: 


Resources Obligations 
(1) Estimated revenue (2) Estimated revenue due to treasury 
(3) Appropriated balance with the (4) Appropriations 
treasury 
(5) Revenue allotments (6) Appropriation allotments 
(7) Appropriation encumbrance (8) Reserve for encumbrance 


(9) Unappropriated surplus 


The first four of the above accounts are entered when the 
budget of the fiscal period is approved. Thus, for instance, when 
estimated revenues and appropriations for the fiscal period 1935 


are $100,000 and $95,000 respectively, the items are entered as 
follows: 


(2) Dra I 5 i eS KE $100,000 
Cr. Estimated revenue due to treasury .......... $100,000 
(2) Dr. Appropriated balance with the treasury........ 95,000 


STEPS TTT e ere ee 95,000 


But the peculiar point of the system is that, in addition to enter- 
ing the estimated revenues and the appropriations for the fiscal 
period, the revenue allotments (estimated revenues for the month) 
and appropriation allotments (appropriations for the month) must 
also be shown in the balance-sheet. Thus, for instance, when in 
July, which is the beginning of the fiscal period of the present 
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system, the revenues are estimated to be $8,000 and the appropria- 
tions are estimated to be $7,000 respectively, the transactions are 
recorded as follows: 


(3) Dir: Tame ING on BRS TR ae $8,000 

Ce, Batiste TONGUE. «ow 655 cc cc cccvccvcceces $8,000 
(4) Ev: Ao inc JE OS 7,000 

Cr. Appropriation allotments.................e00005 7,000 


Another point of difference in the present system from those in 
use in other countries is the fact that all organizations that are 
charged with the duty to collect revenues for the government— 
for instance, the internal-tax bureau, land-tax bureau, wine-and- 
tobacco-tax bureau, etc.—are required to make their balance- 
sheets in two separate sections: one is for the expenditures allow- 
ance, the amount of which is obtained directly from the ministry 
of finance for the maintenance of the organizations; and the other 
is for the revenues which have been collected or are estimated to 
be collected for the ministry of finance. In no circumstances are 
these two sets of accounts allowed to be mixed with each other. 
For other non-revenue collecting organizations—such as the differ- 
ent military organizations, government institutions and the vari- 
ous ministries and departments of the government, etc.—the 
problem is much simpler, in that only a general fund balance- 
sheet is necessary—beside, of course, other operating statements. 

The following journal entries of some of the most typical 
transactions will illustrate briefly the procedures of the new uni- 
form accounting system: 

(1) Estimated revenue for the fiscal period: 
Dr. Estimated revenue 
Cr. Estimated revenue due to treasury 
(2) Estimated revenue for the month: 
Dr. Revenue allotments 
Cr. Estimated revenue 
(3) Appropriations for the fiscal period: 
Dr. Appropriated balance with the treasury 
Cr. Appropriations 
(4) Appropriations for the month: 
Dr. Appropriations 
Cr. Appropriation allotments 
(5) Receipts from revenue: 
Dr. Cash (revenue section) 
Cr. Revenue allotments 


(6) Dr. Accounts receivable 
Cr. Revenue allotments 
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(7) Transfers from other fund: 
Dr. Cash 
Cr. Due to other fund 
(8) Advance to disbursing officers or organizations: 
Dr. Advance to disbursing officers 
Cr. Cash 
(9) To close the revenue allotments account: 
Dr. Revenue allotments 
Cr. Due to treasury 
(10) Orders and contracts made at estimated cost: 
Dr. Appropriation encumbrances 
Cr. Reserve for encumbrances 
(11) Orders and contracts paid at estimated cost: 
Dr. Reserve for encumbrances 
Cr. Appropriation encumbrances 
(12) Warrants issued by the treasury: 
Dr. Warrants 
Cr. Appropriated balance with treasury 
(13) Treasury paid against warrants issued: 
Dr. Cash (expenditures section) 
Cr. Warrants 
(14) Unencumbered balance of appropriations: 
Dr. Appropriations 
Cr. Unappropriated surplus 

Perhaps it may be interesting to give the reader a better idea of 
the system by presenting typical balance-sheets of Chinese gov- 
ernment organizations as shown on the following pages. 

In order that the new system may be strictly and properly 
carried out, all accounting officers of the different government 
organizations are supervised by the bureau of accounts. AI- 
though every procedure is predetermined and prescribed by the 
bureau of accounts in its exhaustive manual of instructions for the 
uniform accounting system, the accounting officers have ample 
opportunities to use their own originality and initiative. 

Thus, within a short period of time, modern government ac- 
counting has made great strides in China, and it has grown to bea 
significant factor in the administration of the business of govern- 
ment. ‘The present uniform accounting system is one of the most 
outstanding accomplishments planned for the establishment of a 
modern government in China. Due credit, however, must be 
given to the professional accountants in China for their persistent 
efforts in rendering advice and making suggestions. Their in- 
valuable professional assistance has done much toward making 
the present uniform accounting system a task ‘‘memoria in 
zeterna.”’ 
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Students’ Department 
H. P. BAUMANN, Editor 


AMERICAN INSTITUTE EXAMINATIONS 


[NoTtE.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editor 
of the Students’ Department.] 


EXAMINATION IN ACCOUNTING THEORY AND PractTicE—Part II 
November 15, 1935, 1:30 P. M. to 6:30 P. M. 
Solve problems 1 to 5 and two of the four problems 6 to 9. 
No. 3 (18 points): 
Company D makes ferro-chrome at a cost of $127 a ton. The product is 


sold to Company F at $160 a ton. 

Company E makes spiegeleisen (ferro manganese) at a cost of $71 aton. 
This is sold to Company F at $90 a ton. 

Company F makes steel, some being Bessemer steel and some open-hearth 
chrome steel, using products of Companies D and E. 

Its manufacturing statistics show: 


Bessemer: 

Materials— 
ETT ee err er Te Tee 105 tons 
NUNS occicnsn nee bseGhssecsncowtuakans 

| 

Loss of weight in manufacturing................ + 

DERG MNS GIOBINE. oo 0 5 66 ios ctine de ccesees 100 “ 
Chrome steel: 

Materials— 
inthe caves caweses kt weeds annie teen ee 
NGS 466 hbk 6 06450 hens en nbaseonesnneeee Bg 
CE Ws sie hisbsndsenddonknngaaencedanee - 
TTT Te ree 3 ° 

110 “ 

Loss of weight in manufacturing...............- » .* 

Tene of ingete rei. oi 6 06 CaF iS ei oS 100 “ 


It is further shown that in converting ingots into shapes there is a further 
loss of 10 per cent. of the weight of the ingots. 


The inventory of Company F shows: 


370 tons spiegeleisen 
1,200 tons ferro-chrome 
9,000 tons Bessemer shapes 
23,000 tons Bessemer ingots 
18,000 tons chrome steel shapes 
46,000 tons chrome steel ingots. 


The total inventories before adjustment are: 


Cogeey'? Pas csdeveveetwesdcweiesdes $ > 
© «Wiccan antmnss\ennkeosende 
$7,765,000 .00 
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#* What is the value of the consolidated inventory after eliminating the inter- 
company profit? 


























Solution: 
Statement showing the intercompany profit in the 
inventory of Company F 
Inter- 
company 
profit 
Spiegeleisen: 
Cost to Company F i... .sse% $ 90.00 per ton 
Cost to Cameeny Bis... « <0 5.0.00 5:0 71.00 
Profit to Company E......... $ 19.00 per ton 
Inventory quantity........... 370 tons 
Intercompany profit (370 X $19)... 0... 2. cee eee eee eee $ 7,030.00 
Ferro-chrome: 
Cont to Company F oc. c ccc d $160.00 per ton 
Conte Company D... 22. 62sec 127.00 
Profit to Company D......... $ 33.00 per ton 
SN COMBI on 6:5.5:0:6 0.5.0 Ue I names 1,200 tons 
intercompany profit (1,200 ($33)... ccc scssccstscvce 39,600.00 


Bessemer shapes: 

The problem states that “in converting ingots into shapes 
there is a further loss of 10 per cent. of the weights of the 
ingots.” 

Hence, for every 90 tons of shapes (100 minus 10%) produced, 
6 tons of spiegeleisen are used. 

The 9,000 tons of Bessemer shapes in the inventory contain 
(9,000 + 90 X 6) 600 tons of spiegeleisen. 

The profit per ton of spiegeleisen is $19 as shown above. 

The intercompany profit is (600 K $19)................... 11,400.00 

Bessemer ingots: 

For every 100 tons of Bessemer ingots produced, 6 tons of 
spiegeleisen are used. 

The 23,000 tons of Bessemer ingots in the inventory contain 
(23,000 + 100 X 6) 1,380 tons of Spiegeleisen. 

The profit per ton of Spiegeleisen is $19 as shown above. 

The intercompany profit is (1,380 K $19)................4. 26,220.00 

Chrome steel shapes: 

For every 90 tons of chrome steel shapes converted (100 —10% 
for conversion) 15 tons of ferro-chrome are used. 

The 18,000 tons of chrome steel shapes in the inventory contain 
(18,000 + 90 X 15) 3,000 tons of ferro-chrome. 
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The profit per ton of ferro-chrome is $33 shown above. 
The intercompany profit is (3,000 X $33)................. 99,000 .00 


Chrome steel ingots: 
For every 100 tons of chrome steel ingots produced, 15 tons 
of ferro-chrome are used. 
The 46,000 tons of chrome steel ingots in the inventory contain 
(46,000 + 100 X 15) 6,900 tons of ferro-chrome. 
The profit per ton of ferro-chrome is $33 as shown above. 
The intercompany profit is (6,900 K $33)................4. $227,700.00 
Total intercompany profit in inventory............. $410,950 .00 


The value of the consolidated inventory after eliminating the intercompany 
profit is. 


Total inventories before adjustment.............. $7,765,000 .00 
Deduct intercompany profit..............csceces 410,950.00 
Comeclicinted VGRUEY «0.06 6 isc viecsteeseumeed $7,354,050 .00 


An alternative computation of the intercompany profit in the inventories 
follows: 





Quantities Inter- 
am ~ company 
Spiegeleisen Ferro-chrome profit 


Profit to Company E ($19 per ton): 
OL Ae err 370 tons 
Bessemer shapes: 
To produce 9,000 
tons of shapes. . 10,000 tons 
of ingots were re- 





quired. 
Bessemer ingots on 
BME a5 Fee 23,000 
SEs, 050 +88 33,000 tons 








As 6 tons of spiegeleisen are used 
for every 100 tons of ingots pro- 
duced, the quantity of spiegel- 
eisen in the shapes and ingots is 
(6% of 33,000 tons)........... 1,980 











The intercompany profit is (2,350 


M Sie cite Bonn BG Bs $ 44,650.00 
Profit to Company D ($33 per ton): 


On hams ..siapws eke OR 1,200 tons 
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Quantities Inter- 
— A —~ company 
Spiegeleisen Ferro-chrome profit 





Chrome steel shapes: 
To produce 18,000 
tons of shapes. . 20,000 tons 
of ingots were re- 
quired. 
Chrome steel ingots 
Si e 46,000 tons 





| irae 66,000 tons 





As 15 tons of ferro-chrome are 
used for every 100 tons of ingots 
produced, the quantity of ferro- 
chrome in the shapes and ingots 
is (15% of 66,000 tons)....... 9,900 tons 





0 ee 11,100 tons 





The intercompany profit is (11,100 
RE oe ite ee $366,300.00 


Total intercompany profit 
i SPOROORY 5. 6s <6000:0% $410,950.00 


No. 4 (12 points): 


On January 1, 1934 a partnership was formed by Payson, Coleman and Burtis. 
They agreed to contribute $25,000 each, the profits to be shared equally. 
Coleman, however, put in only $15,000 while Payson put in $35,000 but Burtis 
did as agreed. Interest at 6% was to be paid on these capital differences and 
settled between the partners. No interest was to be credited on capital but 
they were to be charged 6% on drawings. At the close of the year 1934 the 
interest on drawings was: Payson $425, Coleman $275 and Burtis $315. The 
firm then owed $50,000 on a note dated August 31, 1934, and due August 31, 
1936, interest payable semi-annually at the rate of 6% per annum. The 
partnership was on a calendar year and accrual basis. 

Coleman bought for his own account on January 2, 1934, $15,000 of good 
444% municipal bonds and $15,000 of g 5% public utilities bonds. The 
interest on the municipal bonds was due January ist and July Ist; interest on 
the utility bonds was due April 1st and October ist. On March 15th he bor- 
rowed for himself $20,000 at 6% with these bonds as collateral ($10,000 on 
each block of bonds) and his loans were renewed on July 15th and November 
15th. Coleman’s individual tax return was on a cash basis. 


How should the interest be reported on the partnership’s and Coleman's 
federal income-tax returns? 


Solution: 


The interest to be shown in the partnership return of income which is to be 
reported on the accrual basis is shown on the following pages. 
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Income: 
Item 5—interest on bank deposits, notes, etc................ $1,015.00 
This item is the sum of the’ interest credits on the 
drawings of the partners: 


ne ee Ae ee ee ene $ 425.00 
| Ee eee ee re err eee ens 275.00 
WE es Ss eAe babe ph eene ee kw eee 315.00 
athe) coe scant oeeeds wicetaaaee $1,015.00 
Deduction: 
Item 16—interest on indebtedness... .. 2.2... ccceccccccvess 1,000 .00 


This item is the amount of the interest accrued on the 6% bank 
loan at August 31, 1934, in the amount of $50,000. Inter- 
est at 6% on $50,000 for 4 months is $1,000. 
INGE <x. a 0 ceue baaw entaow teed Bemee obese cx meeee aera 15.00 


The interest to be shown in the individual return of Coleman, whose income 
is to be reported on the cash basis, is shown below: 


Income: 


Item 3—interest on bank deposits, notes, etc................ $ 562.50 


This item was determined as follows: 
Coupons on public utilities bonds received on 


April ist, and October Ist................. $ 750.00 
Less: interest accrued thereon for the period Janu- 
Fy TOG Wi Fe OR is 6 once ceceisacacvenwess 187.50 
er eT Ce er rere $ 562.50 
Item 5—income from partnerships, etc............ EME OS: $ 5.00 


This item is Coleman’s share of the net interest 
credit of $15 reported in the partnership return. 
(% of $15) 
Deductions: 
Be BE I ooo. os obi kadai ns oi cccccsdvcepesnbens . $1,275.00 


This item is made up of the following: 
Interest on partnership drawings. ............ $ 275.00 
Interest paid to Payson on capital adjustment: 
POVIIWECADHEN, 6 icc cca vccuecces $35,000 .00 


Coleman’s capital............... $15,000 .00 


Coleman paid interest at 6% on the $10,000 

(which he was short) to Payson............. 600 .00 
(The problem states that the interest on the 

capital differences was to be paid and settled 
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between the partners. It is assumed that the 
interest was actually paid by Coleman to 
Payson) 
Interest paid on money borrowed ($10,000) for 
which the utilities bonds were pledged as col- 
lateral. (6% of $10,000 paid on July 15th 
Bll DIGVEMIET TOON) ck ke viwsccceeeees 400 .00 


SESE ae ene Ce er eee ee $1,275.00 





Non-taxable income: 
Schedule D (a): 
Interest received on $15,000 of 444% municipal bonds on 
SS Scan canned cade inde beatebeueebeeeeee see $337.50 
(The coupon due January 1, 1935, should be reported in the 
return for 1935) 


Note.—The interest paid on the loan of $10,000 which was secured by the 
municipal bonds is not a deductible expense under article 23 (b) of regulations 
86. This article is briefed in the instructions on page 4 of the individual re- 
turns (form 1040), under the caption 13— interest paid, as follows: 

“Do not include interest on indebtedness incurred or continued to purchase 
or carry obligations (other than obligations of the United States issued after 
September 24, 1917, and originally subscribed for by the taxpayer) the inter- 
est upon which is wholly exempt from taxation.” 

No. 5 (10 points): 

The unaudited accounts for the year 1934 of the Bilt-Well Furniture Com- 
pany are as follows: 

Balance-sheet—December 31, 1934. 





Assets 

Ns ty Rees Rated dis <a Srasdoseinie Are mateo $ 8,000 
ACCOUNUH TECHIVAIIE. cc. ce cc cers eccencsen 50,000 
ERS RE err mnr ery ie Santer yc 343,000 
$401,000 

Liabilities 
POINTE 6s sinks bcs Seesaw acne $ 25,000 
NE eee ree es ee 45,000 
PENOPVE 10 DE GONG. 6.60. i cicc cece ewes 8,000 
II isn 44icaiem es esnmcemmiiwes ease 150,000 
PME tn ies ca oon ERIS ence es eee ere __173,000 
$401,000 
Surplus and profit-and-loss account year ended = 

December 31, 1934. 

MM i eee cect alec ancl piaixs acierenc a tia $230,000 
NE Sr ig he oe cn ce cn Pee eet 183,000 
Ro oie nve Nw 0 4d: ev rare ieo Gee _$ 47,000 
on AT Le EE Ee es $ 72,000 
Mgrs iar e orice ounces eek 16,000 
$ 88,000 
PP CO OEE i ce en cca bs eo adeans $ 41,000 
ee a Ue 2 a ee 214,600 
Surplus at December 31, 1934............006 $173,000 
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An examination discloses that at the end of the year 1934 the following ad- 
justments are necessary: 


To reduce inventory to market by............ $125,000 
To increase reserve for bad debts by.......... 8,000 
To set up the liability for: 
Commissions payable to salesmen............ 5,000 
PIE GIONS 5 0 5s secs cca cdseuceetuen 2,000 


The examination further reveals the following adjustments at the po noe 


of the year that were accepted by the company but had not been taken up 
on the books: 


Reduction of inventory to market............ $100,000 
Increase of reserve for bad debts............. 19,000 
Provisions for: 
Unrecorded liabilities... . 2... ccc ccc eces $ 3,000 
Commissions due salesmen. ...............-- 1,500 
Prepare adjusted accounts. 
Solution: 


BILT-WELL FURNITURE COMPANY 
Working papers—December 31, 1934 








Balances Balances 
before Adjustments after 
adjust- _ a ~  adjust- 

ment Debit Credit ment 
Assets: 
CRE ies OCR eee $ 8,000 $ 8,000 
Accounts receivable...... 50,000 50,000 
eg eee 343,000 $125,000 (1) 218,000 
ROME ow Sas cueden $401,000 $276,000 
Liabilities and net worth: 
Notes payable.......... $ 25,000 $ 25,000 
Trade creditors......... 45,000 45,000 
Commissions payable to 
ea 5,000 (2) 5,000 
Sundry expenses payable . 2,000 (3) 2,000 
Reserve for bad debts... . . 8,000 8,000 (4) 16,000 
Td ee 150,000 150,000 
UN e idic Se rnwcemees 173,000 (see below) 33,000 
Mies boe Senses $401,000 $276,000 
Surplus and profit-and-loss account: 
ee eee eee $230,000 $230,000 
Cost of sales. ........... 183,000 $125,000 (1) 100,000 (5) 208,000 
Gross prufit........ $ 47,000 $ 22,000 
oe ee ere $ 72,000 5,000 (2) 3,000 (7) 
2,000 (3) 1,500 (8) $ 74,500 
PM iiisisia ts deems 16,000 8,000 (4) 19,000 (6) 5,000 
Total expenses. ..... $ 88,000 $ 79,500 
Loss for the year......... $ 41,000 $ 57,500 
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Surplus at January 1,1934 214,000 100,000 (5) 











19,000 (6) 
3,000 (7) 
1,500 (8) 90,500 
Surplus at December 31, 
Ee ee $173,000 $ 33,000 
Total adjustments. . . «$263,500 =: $263,500 a, 
Explanations of adjustments 
(1) 
SN NNN hiss cr asles es euthentioved esas. Wile Ges $125,000 
RI SSeS ican eM ewaeca Ses Gaden $125,000 
To reduce the inventory at December 31, 1934, to 
market value. (2) 
ee eee eee ficcten Wimacestentess wate 5,000 
Commissions payable to salesmen. ................ 5,000 
To record the commissions payable to salesmen at 
December 31, 1934. (3) 
I arab iii ain a aya: nis Kasia cer aco's iets aa iene hose esos 2,000 
| er 2,000 
To record the liability for sundry expenses at 
December 31, 1934. (4) 
NE rrag aia sin id ein ais dareiainis ew plaids wees 8,000 
PRI O TOE ORG GOES. 5.5 5 oc ccc ccwecsewcccces 8,000 
To increase the reserve for bad debts at December 
31, 1934. (5) 
ocd uu shvi via a ore aeiewisies Sees Owe eaGie 100,000 
Se) olan scene irae erreaers Area Oroe 100,000 
To adjust the cost of sales by the amount of the 
over-statement of the inventory at January 1, 1934. 
(6) 
MoS ores 6 Sia save hole a Rawr ore rere sleowone ais 19,000 
MIN i a tris tiacs os arnrs Gigiewid Meise MER ee Soe 19,000 
To adjust the accounts for bad debts applicable to 
periods prior to January 1, 1934. 
(7) 
PINs etale aire SRa ea eeeeeessee ace eae 3,000 
RE Ree ote er rane ria ns Snr ay eee 3,000 
To adjust the expenses for the unrecorded liabili- 
ties at January 1, 1934, which were charged to ex- 
penses during the current year. (8) 
DS SE oe CER CEC REECE Pet ee 1,500 
Coats b evar see twedics eee sneecnrcae sess 1,500 


To adjust the expenses for the unrecorded com- 
missions payable to salesmen at January 1, 1934, 
which commissions were charged to expenses dur- 
ing the current year. 
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Exhibit A 
Bitt-WELL FuRNITURE COMPANY 


Balance-sheet—-December 31, 1934 








Assets 
Current assets: 
We te ead aid b kx hw tind CAs cdanes cede $ 8,000 
Accounts receivable...................... $ 50,000 
Less: reaetve for bad debts: .. . . 0.005505. 16,000 34,000 
CG oid sh 5s Sesiew sae Sewn he eee 218,000 
go re ee ee ee eae : $260,000 
Liabilities and net worth 
Current liabilities: 
I C's babs ckdukantataesekss onaaeieee $ 25,000 
MMII P88 628. wed hia i si dd dannii acewee 45,000 
Commissions payable to salesmen.................. 5,000 
| 2,000 
I 555.2 6.5 Sarees Reese cee ears $ 77,000 
Net worth: 
SS sh i sie do once snorweWnrecsderemeaenn $150,000 
ee ay eee 33,000 
RRND IE WORE iiss co. ene Recs see eeeriand 183,000 
Total liabilities and net worth............... $260,000 
Exhibit B 


BiLt-WELL FURNITURE COMPANY 


Statement of profit-and-loss and surplus accounts for the year ended 
December 31, 1934 





FR ko ok renn wel Caseuuewareeures 208,000 
INS 0:5 n000 wosn dvnnchanieeiexnkenids $ 22,000 
Deduct: 
Pe rere es Cee eek ere Pes te $ 74,500 
GR an aa pa eee 2: PP re a, 5,000 79,500 
pg PETER E EE RT CPC TTT ECT ITT Cree Te $ 57,500 
Surplus at January 1, 1934 (as adjusted).............. 90,500 
Surplus at December 31, 1934. .................-. eae $ 33,000 
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No. 6 (5 points): 

A company refunds a bond issue of $5,000,000 principal amount of 6%% 
bonds, due five years hence, on which there is still an unamortized debt dis- 
count and expense of $250,000, by the issuance of $5,500,000 principal amount 
of 5%% twenty year bonds at 90. The difference between the amount of cash 
necessary to retire the old bond issue and the amount produced by the refund- 
ing bonds is supplied from the general funds of the company. The expenses 
of the new issue are $50,000. 


Discuss briefly three procedures which may be followed by the company to 
dispose of the unamortized debt discount and expense applicable to the old 
issue and list them in the order of your preference. 

Solution: 

(1) The discount of the old bonds should be added to the discount and ex- 
penses of the new issue, and that total spread over the life of the new bonds. 
While this method is the least conservative of the three, I believe that it ac- 
curately records the cost of the new issue. The company, in its consideration of 
the merits of the proposal to issue new bonds must have considered the un- 
amortized bond discount of $250,000 on the old issue in arriving at its decision 
to refinance, much in the following manner: 


Old issue New issue 
Oe ee es $5,000,000 $5,500,000 
eID irs tiara Sic eiccemeremtautauisains 64% 5%% 
IIR ee oS ope Sada ieee Rae $ 325,000 $ 302,500 


Using the straight-line method of writing off the unamortized bond discount, 
we find that the annual interest cost (effective interest) is: 


Old issue New issue 
Bond discount on old issue: 








NN II a ideas cess ows cctadecess $ 50,000 

Ne ik deca eet enencee kus $ 12,500 
Bond discount on new issue: 

PTT Tee ere Te eee ee eee 27,500 
eS OT |) 2,500 
Bond discount to be written off annually......... $ 50,000 $ 42,500 
ee ee eee 325,000 302,500 
Total annual interest charge................... $ 375,000 $ 345,000 





Annual rate on bonds outstanding............... Tu%% 6.273% 





Even though we carry over the unamortized discount on the old bonds, as a 
part of the cost of the new bonds, the effective interest rate is lower on the new 
bonds. Another point to consider is, what would we do with the unamortized 
bond discount if, instead of refunding, the company secured an extension in 
the life of the old bonds to mature twenty years from date? Would we not 
spread the $250,000 over the twenty years? 

(2) The portion of the unamortized bond discount applicable to the current 
period would be charged to current expense (interest), and the remaining bal- 
ance written off to surplus. This method is the most conservative. 
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(3) The procedure of writing off the unamortized bond discount on the old 
issue over the next five years (even though the bonds have been refunded and 
retired) is neither this nor that. There can be no justification for charging 
the next five years with an interest cost after the bonds have been retired. 
No. 7 (5 points): 

A company with a capital of $25,000,000 contracted for the construction of 
a new building at its factory. This contract was formally authorized and ac- 
cepted by the board of directors. Construction commenced in October, 1934, 


and at December 31, 1934; the engineers estimated that in addition to the pay- 


ments already made to the contractors, $2,500,000 was necessary to complete 
the building. 


Pan disclosure do you deem necessary on the December 31, 1934, balance- 
sheet— 


1. If the company’s cash balance is adequate and no new financing is in- 
tended and 


(a) in case the amount has been formally appropriated 
(b) when not definitely appropriated. 
2. If arrangements had been completed early in January, 1935, to raise the 
$2,500,000 through an issue of bonds. 
Solution: 


1. Accepting the engineer’s estimate of the cost to complete the building as 
reliable, I would increase the account “building under construction” by 
$2,500,000 and show the same amount as a current liability. My reason for 
showing it as a current liability is that it is obvious that the building, to be of 
any use, must be completed, and the additional cost paid within a year. 
Under (a), the directors formally appropriated $2,500,000 of cash which 
should be earmarked on the balance-sheet. Under (b), the cash would not be 
segregated in the balance-sheet. 

2. The account “building under construction”’ should be increased by the 
$2,500,000 and the liability should be shown below the current liability section 
with a reference to the footnote on the balance-sheet. This footnote should 
state that the arrangements had been completed on January, 1935, to secure 
the $2,500,000 through an issue of bonds (which should be fully described). 
No. 8 (5 points): 

A manufacturer of refrigerators had 4,000 units of a 1933 model on hand at 
December 31, 1934. In February, 1935, prior to the completion of your audit, 
these units were ry og of as a job lot for $50,000. Their original cost had 
been $310,000 and their inventory value at December 31, 1933, was $248,000. 

Assuming that the offer had been under consideration prior to December 
31, 1934, what would be your opinion of the contention that, since no fair 
market value existed at the end of the year, the original cost of $310,000 should 
be restored as the inventory value? Would your conclusion concerning the 


proper valuation in the balance-sheet of December 31, 1934, be modified if 
the offer had not been received until February? 


Solution: 

If the inventory were increased to $310,000 at December 31, 1934, from the 
valuation of $248,000 at December 31, 1933, a profit of $62,000 would be taken 
up in the accounts for the year, even though none of the refrigerators were 
sold during the year. Increasing a valuation on the same inventory is not good 
accounting practice. 

I would use a valuation of $50,000 less any expenses to complete the deal. 
This valuation is the best obtainable in that it is based upon a sale within a 
relatively short period of the balance-sheet date. 
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No. 9 (5 points): 

1. Define a co-insurance clause in an insurance policy. 

2. A company carried $50,000 insurance. The policy contained a co-insur- 
ance clause stating that the insured agreed to carry insurance to the amount 
of 80% of the value of the company’s insurable assets or become a co-insurer. 
The company had a fire loss amounting to $40,000. The insurable assets at 
the time of the fire amounted to $100,000. How much insurance is the com- 
pany entitled to collect from the insurance company? 


Solution: 

(1) A co-insurance clause is a clause in an insurance policy which provides 
that the insured, in consideration of a reduction in the rate, consents to carry 
insurance in an amount equal to a stated percentage of the value of the prop- 
erty. Failure to carry an amount of insurance equal to his co-insurance 
requirements, the insured is a co-insurer with the company and must bear his 
pro-rata portion of the risk. 


Ses NI 0 fo vo pss .c Ri aato eee s A $100,000 
eI obs se a BRR SOR 80% 
Amount of insurance which should have been carried.... $ 80,000 
Amount of insurance actually carried................ $ 50,000 
NI RE i ie ctineinies ae ROS $ 40,000 
The insurance company is liable for: 

50,000 
80,000 «940-000, We 4g dro atta Wichaidnceainiea ecieee ae $ 25,000 
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Institute Examination in Law 


By SPENCER GORDON 


[The following answers to the questions set by the board of examiners of the 
American Institute of Accountants at the examinations of November, 1935, 
have been prepared at the request of THE JoURNAL OF ACCOUNTANCY. These 
answers have not been reviewed by the board of examiners and are in no way 
official. They represent merely the personal opinions of the author.—Edtior, 
THE JOURNAL OF ACCOUNTANCY.] 


EXAMINATION IN COMMERCIAL LAW 
November 15, 1935, 9:00 A. M. to 12:30 P. M. 


Reasons for each answer must be stated. Whenever practicable give tne answer 
first and then state reasons. Answers will be graded according to the applicant's 
evident knowledge of the legal principles involved in the question rather than 
on his conclusions. 

Group I 


Answer all questions in this group. 
No. 1 (10 points): 

The Printing Company contracted with the Cook Company to supply sta- 
tionery to the latter during a stated period, on a cost-plus basis. The contract 
defined cost as ‘‘actual cost of labor and material (including an amount of 
administrative and overhead charges, attributable to the performance of said 
agreement, satisfactory to the Cook Company, which said sum is to be deter- 
mined by the Cook Company after an audit and examination by the Cook 
Company of the books and accounts of the Printing Company).”” The Cook 
Company, after its audit, notified the Printing Company that the overhead 
charges made by the latter were not satisfactory to the Cook Company. The 
dissatisfaction was actual and not capricious but was based on points in dispute 
among outstanding accountants. Is the Printing Company conclusively 
bound by the Cook Company’s position? 


Answer: 


The Printing Company is bound. There is a conflict of decisions as to 
whether in such a contract the contracting party must really be satisfied, or 
whether that satisfaction which would ordinarily be sufficient for a reasonable 
man will be enough. The weight of authority is to the effect that the terms of 
such a contract will be enforced if the parties act in good faith and not capri- 
ciously. Under this construction the Printing Company is bound. Other 
courts hold in cases not involving personal services that only performance 
which will satisfy a reasonable man will be required, and under such a con- 
struction the case would probably be sent toa jury. Under either construction 
the fact that the dissatisfaction was based on points in dispute among outstand- 
ing accountants could be used effectively in arguing that the parties contem- 
plated that such difficult questions might arise and intended to leave them to 
the Cook Company and thus avoid the delay and expense of litigation. 


No. 2 (10 points): 


A stockholder, exercising a legal right to inspect the financial books of 
account of the corporation, brought with him a public accountant to advise 
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him in the examination and to make transcripts from the accounts to be taken 
away by the stockholder. The corporation’s officers refused to permit the 
public accountant to see the accounts or to make transcripts therefrom. Were 
they justified in their refusal? 


Answer: 


The officers of the corporation were not justified in their refusal. While the 
right of inspection is personal to a stockholder, he may employ a skilled agent, 
attorney, or accountant to make the inspection for him, if his motive is a 
lawful one and if the demand is made at a reasonable time and place. Other- 
wise, in many cases, the possession of the right of inspection would be of no 
value because of the stockholder’s lack of sufficient knowledge to exercise the 
right effectively. The right to make memoranda, abstracts, and copies of the 
contents of corporate records is an incident to the right of inspection, being 
essential to an advantageous exercise thereof. 


No. 3 (10 points): 


John Barton was 19 years old and employed as a bookkeeper. He sub- 
scribed to a non-cancellable correspondence course in accountancy for which 
he agreed to pay a stipulated amount. He completed half of the course, paid 
one-quarter of the stipulated amount, and thereupon, at the age of 20, refused 
to continue the course or to make further payments. What are the rights 
of the parties? 


Answer: 


The contract of an infant is voidable and Barton may disaffirm it at any time 
prior to his majority. Any tangible consideration remaining in the hands of the 
infant at the time of such disaffirmance must be returned, but as there was no 
such consideration in this case, the school has no remedy unless the contract is 
considered one for necessaries, in which case Barton will be held for the reason- 
able value of the part of the course actually furnished him. In general, food, 
raiment, lodging and education are considered necessaries, but only to the 
extent reasonably required by a person of the means and position in life of the 
infant in question. There are decisions to the effect that correspondence 
school instruction is not a necessary, but in this case I think it would be held 
that this course was a necessary to Barton, having in mind his age, his means 
derived from his employment as a bookkeeper, and the probable effect that the 
course would have on his future. 


No. 4 (10 points): 


In June, 1929, Herman was an internal-revenue agent entitled to certain 
pension and retirement rights. On July 1, 1929, at the instigation of the X 
Corporation, he resigned and entered the employ of the X Corporation under 
a written contract which provided that during the rest of his life he was to 
devote his entire time to the corporation as assistant to the president, for which 
he was to be paid a salary of $5,120 per annum. On November 13, 1929, the 
X Corporation discharged him without cause. Assuming that no question of 
ultra vires was involved, what are his rights under the contract? 


Answer: 

Herman had a valid contract with the company. There was consideration 
on both sides, consisting of his promise to serve and the company’s agreement 
to pay hima salary. Herman’s remedy would be a suit for breach of the con- 
tract, the remedy of specific performance not being available to him because of 
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his adequate remedy at law and because of the rule that the company could not 
compel specific performance by him of personal services. He does not have to 
wait until the instalments of his salary would come due, but he may consider 
the contract is entirely broken under principles of anticipatory breach. His 
damage would be measured by the present worth of the wage that would be 
payable during the remainder of the term, reduced by the income which he has 
earned, and could with reasonable diligence earn during the unexpired term. 
This would be left toa jury. There are decisions, however, indicating that the 
burden of proof would be upon the employer to show that the plaintiff found or 
by the exercise of reasonable diligence could have found employment of some 
kind reasonably adapted to his abilities, and that in the absence of such proof 
the plaintiff could recover the present value of the salary fixed by the contract. 
It does not seem to me that the fact that he had been an internal revenue agent 
and was induced to leave hisemployment adds tothesituation. There isample 
consideration for the contract without that, and on the question of damages 
Herman cannot recover an amount equivalent to the pension and retirement 
rights that he lost because if the contract with the corporation had been per- 
formed he would not have gotten his pension and retirement rights, and the 
damages that I have indicated will compensate him fully for the non-per- 
formance of the contract. 


No. 5 (10 points): 


(a) Define personal property. 

(b) Define tangible and intangible. 
(c) Define lien. 

(d) Define pledge. . 


(e) What are the usual ways by which title to personal property is acquired? 
Answer: 


(a) Personal property is a right or interest in realty less than a freehold, 
or a right or interest in a movable thing. 

(b) Tangible means that which may be felt or touched: it must necessarily 
be corporeal, but it may be real or personal. Intangible means something 
incapable of being touched or perceived by touch. 

(c) A lien is a hold or claim which one person has upon the property of an- 
other as a security for a debt or charge. 

(d) A pledge is a bailment of personal property as security for some debt or 
engagement. 

(e) Title to personal property is usually acquired in one of the following 
ways: 

I. Operation of law: 

(a) Marriage 
(b) Judicial decree 
(c) Prescription 
(d) Descent or distribution 
(e) Accretion 

II. Act of the parties: 
(a) Confusion 
(b) Accession 
(c) Gift 
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(d) Purchase 
(e) Bequest 
(f) Finding 


Grovr II 


Answer any five questions in this group. No credit will be given for additional 
answers, and if more are submitted only the first five will be considered. 


No. 6 (10 points): 


Mason and Dana were negotiating and Mason’s attorney prepared a long 
and carefully drawn contract which was given to Dana for examination. Five 
days later and prior to its execution, Dana’s eyes became so infected that it 
was impossible for him to read. Ten days thereafter and during the contin- 
uance of the illness Mason called upon Dana and urged him to sign the con- 
tract, but without in any way misrepresenting the contents of it, and Dana 
signed without reading it. Ina subsequent suit by Mason, Dana claimed that 
the contract was not binding upon him because he had not and could not have 
read it prior to his signing it. Is Dana’s claim a valid defence? 


Answer: 


Dana might have a defence if any confidential relationship existed between 
him and Mason or if Mason misrepresented the contents of the contract, but 
his contention simply that he had not and could not have read it prior to signing 
it does not present a valid defence. It is the duty of every contracting party 
to learn the contents of a contract before he signs it, and if a person can not 
read the instrument it is his duty to procure some reliable person to read and 
explain it to him before he signs it. If he does not do this he can not claim 
that he was ignorant of the contents. 


No. 7 (10 points): 


In what respects must a negotiable instrument be changed in order that the 
change will constitute a material alteration? 


Answer: 


Under the negotiable instruments law any alteration is material which 
changes the date, the sum payable for principal or interest, the time or place of 
payment, the number or the relations of the parties, or the medium or currency 
on which payment is to be made; or which adds a place of payment where no 
place of payment is specified; or any other change or addition which alters the 
effect of the instrument in any respect. 


No. 8 (10 points): 


In the absence of any applicable statute, what is a testamentary trustee’s 
duty as to (a) amortization of premiums on bonds purchased by him, (b) 
amortization of premiums on bonds purchased by the testator and acquired b 
the trustee as a part of the trust fund, (c) accumulation of discounts on bonds 
purchased by the trustee? 


Answer: 


In the absence of an applicable statute the duties of a testamentary trustee 
on the points covered by this question will depend upon the terms of the trust. 
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If there is no provision in the trust indicating the intent of the testator, the 
trustee should act as follows: 

(a) He should deduct a proportionate amount from the interest from time 
to time so that on maturity of the bond he will have a sufficient amount to 
have the principal intact for the remaindermen. The remaindermen should 
not lose by the trustee purchasing bonds at a premium. 

(b) Bonds purchased by the testator at a premium and placed by him in the 
trust should not be so amortized. In such case the presumption is that the 
testator intended that the beneficiaries entitled to the income should receive 
the whole income without deduction for amortization. 

(c) Decisions vary as to the duty of the trustee in regard to accumulation of 
discounts. They are usually added to capital. In states where the rule is not 
settled, the trustee should secure the protection of a court order or the consent 
of the beneficiaries. 


No. 9 (10 points): 


The Surety Company was a duly organized corporation engaged in the 
business of issuing surety bonds. In consideration of its regular fee, it became 
surety on the official bond of a municipal treasurer. The treasurer defaulted 
and the municipality took his six-months’ note for the amount of the shortage, 
but the Surety Company was not notified. The treasurer failed to pay the 
note at its maturity and the municipality sued him and the Surety Company 
for the amount of the shortage. Upon trial it appeared that there had been 
no substantial change in the treasurer’s financial condition during the interval 
between the discovery of the defalcation and the starting of the suit. Was the 


Surety Company discharged from liability when the municipality accepted 
the treasurer’s note? 


Answer: 


The surety company was not discharged. The rule has long been estab- 
lished that a voluntary gratuitous surety is discharged from his obligation by 
any extension of time given to the debtor or by any other change in the position 
of the surety caused by the creditor without the creditor notifying the surety. 
Such a surety would therefore be discharged by the suspension of the creditor’s 
right of action through the acceptance of a six-months’ note. Under this doc- 
trine it was not necessary to show any injury to the surety. Many decisions, 
however, now recognize a difference between a voluntary gratuitous surety and 
a company which is engaged in the business of acting as surety for compen- 
sation, and hold that a compensated security is relieved from its obligation for 
suretyship only where the departure from the contract is shown to be a 
material variance which has caused some injury to the surety. Under this doc- 
trine the surety would not be released on the facts as stated. 


No. 10 (10 points): 


One of the maxims in equity is: ‘‘ He who comes into equity must come with 
clean hands.’’ State briefly the other principal maxims but do not elaborate 
upon or discuss them. 


Answer: 

Maxims in equity are succinct expressions of the general principles of 
chancery jurisdiction and the methods by which they are applied. There are 
twelve fundamental and well recognized maxims as follows: 

1. “Equity will not suffer a wrong to be without a remedy.” 
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2. ‘Equity regards substance and not form.” 
3. “Equality is equity.” 
4. “Equity follows the law.” 
5. ‘Equity regards that as done which ought to have been done.”’ 
6. ‘Equity imports an intention to fulfill an obligation.” 
7. “Between equal equities, the law will prevail.’ 
8. ‘“‘ Between equal equities, the first in order of time will prevail.” 
9. “Equity acts in personam.”’ 
10. ‘“ Equity aids the vigilant, and not those who slumber upon their rights.”’ 
11. “Equity delights to do justice and not by halves.”’ 
12. ‘‘He who seeks equity must do equity.” 


No. 11 (10 points): 
(a) What are the principal kinds or types of insurance? 
(b) What is the legal reason why insurance is lawful although bets and 
wagers usually are unlawful? 
(c) What is meant by insurable interest? 
(d) Give an example of subrogation in relation to insurance. 
(e) What is meant by general average? 


Answer: 

(a) Among the principal kinds or types of insurance are life, fire, accident, 
cyclone and tornado, automobile, liability insurance, fidelity, industrial, in- 
demnity, marine, casualty, and burglary and theft. 

(b) A wager contemplates a payment depending upon the outcome of events 
which are uncertain, and in the outcome of which the wagering party does not 
have an interest. A person is richer or poorer as a result of the outcome of the 
wager. Thisis unlawful because of public policy against gambling. Insurance, 
on the other hand, is an agreement by which one person for a consideration 
promises to pay money or its equivalent or to do some act of value to another 
on the destruction or injury of something by specified perils. This does not 
involve gambling because the insured pays an amount which is calculated to 
be sufficient to cover the expense of the protection in accordance with ex- 
perience tables. 

(c) An insurable interest is an interest in the subject of the insurance. Such 
an interest is necessary in order to entitle one to obtain insurance. Thus one 
has an insurable interest in the life of another where he has some financial gain 
to expect from the other’s continued existence or some loss to suffer by the 
other’s death. 

(d) On payment of a loss the insurer acquires the right to be subrogated 
pro tanto to any right of action which the insured may have against a third 
person whose wrongful act or neglect caused the loss. Thus if a casualty 
company insured X against damage to his automobile and X’s automobile was 
injured by the negligence of Y, the casualty company would be subrogated 
to the rights of X against Y. 

(e) General average is the contribution by all the parties in a sea adventure 
to make good the loss sustained by one of their number on account of sacrifices 
voluntarily made of part of the ship or cargo to save the residue and the lives 
of those on board from an impending peril, or for extraordinary expense neces- 
sarily incurred by one or more of the parties for the general benefit of all the 
interests embarked on the enterprise. 
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No. 12 (10 points): 

State the general principles underlying a common carrier’s liability for loss 
or damage to goods shipped by freight. 
Answer: 


Carriers are held to be insurers of the goods received by them to be carried, 
against all casualties except those arising from acts of God, public enemies, acts 
of public authority, inherent nature of the goods, and acts of shipper. 

The carrier may restrict his liability as an insurer by contract, but he can not 
so restrict his liability for his negligence. In the absence of an express agree- 
ment, the carrier is not liable for failure to deliver or transport goods at a certain 
time, provided they are delivered within a reasonable time. 
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Book Reviews 


FEDERAL INCOME TAX HANDBOOK 1935-1936, by RoBert H. Mont- 
GOMERY. The Ronald Press Company, New York. 1,034 pages. 

The new 1935-1936 Federal Income Tax Handbook is the sixteenth of the 
series of handbooks of which Mr. Montgomery is the author. The preface 
to this edition is calculated adequately to prepare the reader’s mind for a proper 
understanding of the subject matter which follows. The fact that the author 
with a background of legal training and practice before the bureau of internal 
revenue feels justified in giving expression to such views gives strong emphasis 
to the difficulty the ordinary taxpayer experiences in filing tax returns that will 
not be changed by the treasury department upon review. As the author prop- 
erly points out, every taxpayer has the right to minimize or avoid taxation by 
adopting the most favorable method under the law of conducting his affairs, 
but has no licence to practise tax evasion. The reader will examine this work 
in vain if he is looking for information as to how to evade taxes. 

One observes, by running through Mr. Montgomery’s handbook, that in 
some cases conflicting rulings have been made upon apparently exactly similar 
sets of facts. Unfortunately the author often fails to give any guidance as to 
which decision, in his opinion, should be followed, but leaves the choice to the 
reader. Perhaps this is inevitable in a work which is based on an analysis of 
the revenue law as applied in practice and as so far interpreted by the courts. 
While there is little in this work that is not available in the general run of tax 
services, it nevertheless presents a most excellent condensation of the large 
volume of rulings and decisions now available and is a useful reference work 
that is worthy of a place in the library of all who have to deal with the prepara- 
tion of tax returns. 

In this edition, the income tax on estates and trusts is not covered but has 
now been combined with the estate tax and the gift tax in a new work by the 
same author and Boswell Magill. 


NorRMAN G. CHAMBERS. 


FEDERAL TAXES ON ESTATES, TRUSTS AND GIFTS 1935-1936, by 
ROBERT H. MONTGOMERY and BoswELL MacGtiLL. The Ronald Press 
Company, New York. 458 pages. 

This is a companion work to the Federal Income Tax Handbook 1935-1936 
by Robert H. Montgomery. It deals with those matters which must be taken 
into consideration by any one, possessed of even a moderate estate, who desires 
so to arrange his affairs that those dependent upon him during his life shall 
not be left without adequate means of support after his death. It makes for 
greater convenience of reference to have a presentation of the related subjects 
of the income tax on estates and trusts, the estate tax, and the gift tax in one 
volume rather than to have to cull the information out of the larger work dealing 
with federal income tax generally. 

The book will be found very readable, and the reader can hardly fail to grasp 
the meaning and effect of the numerous board of tax appeals and court decisions 
and the attitude of the treasury department as expressed in its regulations and 
decisions in disputed cases. In appendix I is given the federal estate law now in 
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force, and in appendix II will be found the gift-tax law under the revenue act of 
1932, as amended by the 1934 and 1935 acts. One may doubt the wisdom, 
however, of incorporating appendix III in this volume, seeing that it presents 
to the reader the proposals for inheritance tax and gift tax on donees, originally 
approved by the house of representatives in the early stages of passing the 
revenue act of 1935. Although these taxes were entirely omitted from the bill 
as finally passed and signed by the president, a hasty reader may easily fall 
into the error of believing that these proposed measures have to be now con- 
sidered, whereas their presentation in this volume is intended to be nothing 
more than illustrative of the possible trend of future legislation. 
NorMAN G. CHAMBERS. 


RETAIL MERCHANDISE ACCOUNTING, by HERMon F. BELL. Ronald 
Press Co., New York. Cloth, 276 pages. 1936. 


Whether in the specialty shop, the small-town general store or the gigantic 
city emporium, the owner or manager is confronted with the paramount prob- 
lem of how to maintain adequate control of the thousand and one details in- 
volved in profitable buying, selling and, above all, inventorying under pressure 
of competition, income-tax regulations and the steadily increasing number of 
special sales taxes, local property taxes, payroll taxes, etc., ad infinitum. All 
these must be passed on to the ultimate consumer; wherefore the matter of 
proper and adequate mark-ons must be correctly solved, or else—! Few con- 
sumers realize how pitifully small is the margin of profit left to the retailers, 
especially the small ones. 

It is principally for the benefit of the latter class that Mr. Bell has summar- 
ized in Retail Merchandise Accounting his experience of over twenty years in 
auditing retail concerns. Managers of the great department stores, whose co- 
operation is gratefully acknowledged, will find little that is new to them in this 
book, but it should prove valuable as a guide and reference manual to hundreds 
of small and medium-sized retail stores, and to local practitioners of public 
accountancy. 

As might well be expected, the main thesis of Mr. Bell’s helpful book is ad- 
vocacy of the retail method of controlling and inventorying merchandise, though 
he does not by any means minimize the value of frequent physical inventories, 
especially for small shops. He is careful to point out pitfalls for the unwary, 
and in his chapter on “‘ Some tax problems’’ warns the reader that the old adage 
“Consistency is a jewel’’ is a sine qua non of the income-tax authorities. A 
retailer, persuaded by the book to change abruptly from the cost to the retail 
method of inventory, should bear in mind that the opening and closing inven- 
tories must be on the same basis. 

Speaking of tax problems, it is perhaps too early yet to dogmatize on the 
effect of the payroll taxes under the social security act, but the paragraph on 
page 41—“ Discounts to employees’’—leads one to speculate on the fate of this 
time-honored custom. Theact includesin “wages” “. . . thecash value of all 
remuneration paid in any other medium than cash.” Will the average em- 
ployer continue to allow this discount knowing that he will be taxed upon it 
with all the accompanying annoyances of keeping a meticulous record of it 
both for himself and for the employee? I wonder. 

W. H. Lawton. 
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[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by members of the American Institute of Accountants who are 
practising accountants and are published here for general information. The 
executive committee of the American Institute of Accountants, in authorizing 
the publication of this matter, distinctly disclaims any responsibility for the 
views expressed. The answers given by those who reply are purely personal 
opinions. They are not in any sense an expression of the Institute nor of 
any committee of the Institute, but they are of value because they indicate 
the opinions held by competent members of the profession. The fact that 
many differences of opinion are expressed indicates the personal nature of 
the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Ebrror.] 


SURPLUS ACCOUNTS IN A MUNICIPAL BALANCE-SHEET 


Question: Difference of opinion appears to exist as to the advisability of 
showing a total for the surplus accounts in the consolidated balance-sheet of a 
municipality. It is generally admitted that such a total does not represent 
any one definite thing, and some authorities feel that its inclusion in a state- 
ment may mislead a reader and cause him to think that the figure represents 
something which is in the nature of an available asset. This objection exists 
even in cases where a consolidated municipal balance-sheet is prepared in 
columnar form and shows the various items included in the total. 

Is there any recognized procedure in such cases? Is it wise to take the 
position that such a balance-sheet is similar to the consolidated balance-sheet 
of a group of allied corporations and that the same rules of practice should 
govern? In such commercial statements such totals are universally shown but 
are readers necessarily misled thereby? 


Answer No. 1: It appears to us that there is not any single recognized pro- 
cedure. The dissimilarities between the balance-sheets of municipalities and 
of business corporations are as important as the likenesses. Any general state- 
ment in respect either to points of agreement or of difference may tend to be 
misleading. Accounting practice in respect to consolidated balance-sheets of 
commercial companies is pretty well defined and understood. It is, of course, 
possible for a person to be misled if he consults the consolidated balance-sheet 
only, without reference to the balance-sheets of subsidiaries, especially if for 
credit purposes or for the purchase of securities of one of the subsidiaries. This, 
however, seems not to be a fault of the accounting procedure for consolidated 
balance-sheets but is due rather to a lack of care or understanding on the part 
of the reader, who fails to realize or to take into account that an excellent 
consolidated statement may include some subsidiaries which, considered by 
themselves, are not in good position. It is generally understood that, despite 
the merit and usefulness of consolidated balance-sheets, they do not serve 
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every purpose but are to be read and studied in conjunction with balance-sheets 
of the constituent companies. 

Coming more definitely to the question as to the advisability of showing a 
total for the surplus accounts in the consolidated balance-sheet of a munici- 
pality, it is necessary to differentiate between kinds of balance-sheets. For 
example, some municipal statements of financial position carry the property 
accounts among the assets and the funded indebtedness among the liabilities. 
Some other statements do not include the valuation of city-owned land, build- 
ings and improvements as part of the stated assets. Various types of balance- 
sheets are prepared. The standard form of municipal report for towns in the 
commonwealth of Massachusetts shows two sections of a balance-sheet, namely, 
current balance-sheet and capital balance-sheet. In the capital balance-sheet, 
properties are not shown, although the funded debt is. The consequence is 
there is a balancing amount on the debit side that represents a figure to be 
compared with the property accounts. If the property accounts exceed that 
figure, there is a capital surplus. 

It would appear to be good procedure to prepare a general balance-sheet 
showing in respective columns various types of assets and liabilities—for 
example, assets and liabilities of public service enterprises, general municipal 
current accounts, general municipal capital accounts and special and trust 
accounts. Where such a balance-sheet is prepared we see no objection to 
showing a surplus classified into current and capital surplus, supported by an- 
nexed details. It may be, and probably is, somewhat objectionable to submit 
a consolidated balance-sheet showing a surplus amount without explana- 
tion or supporting details. Surplus accounts, as consolidated on the con- 
densed balance-sheet, will include various classes of items, such as unappropri- 
ated balances of funds, appropriated balances, cash reserve funds, etc. It is 
desirable that the balance-sheet be supported by details showing, not only 
these classifications in summary form, but the balances of the various funds. 


Answer No. 2: Personally I like to see in a condensed one-page statement a 
consolidation of the entire accounts of a municipality in summarized form. I 
do not, however, want to see in such a statement a mingling and consolidation 
of items which in their nature and application are so different that they can not 
be mingled without misrepresentation of conditions. 

The word “surplus’’ means simply the excess of one thing over another, 
and as such its nature must depend on the things which are being compared. 
In corporate accounts the surplus in general represents the excess of asset 
accountability over the accountability for liabilities and capital stock. In 
general any such surplus is available for whatever uses the corporation may 
wish to make of it. Expenditures for fixed assets may be funded and the 
proceeds may become available for current expenditures, dividend payments, 
etc. There are conditions in corporate accounting which call for segregation 
of certain assets as applicable only to particular purposes so that their amount 
is not to be reflected in a general surplus. We also must recognize in corporate 
accounting that any statement of surplus must appropriately take into account 
provisions of law which would serve to define, classify or limit it. 

For corporations we do make consolidated balance-sheets which ignore the 
separate corporation lines and consider the accounts as a whole, but this is on 
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the theory that because of affiliated control the assets are subject to consider- 
able general transfer within the group and therefore the consolidated picture 
is desirable, but always with recognition that it is a consolidated statement of 
various corporations. 

The affairs and accounts of a municipality in most of our states are governed 
by some quite definite provisions of law. Generally, we have one set of pro- 
visions which will govern the current revenue and expenditure accounts, and 
these provisions are quite different from those which govern the funded liabil- 
ity and capital expenditure accounts or the so-called ‘trust accounts’’ of the 
municipality. 

Generally, any surplus of current revenue and expenditure accounts which 
exists at the end of the year is available or may be made available for the cur- 
rent expenditures of the subsequent year. Such a “surplus,’’ therefore, has a 
meaning and position in municipal accounts which is quite different from that 
of a surplus of capital improvements over bonded liability, which would not 
be at all available for current expenditure accounts. Many of the so-called 
“trust accounts”’ carry specific liability for paying out their entire yield, so 
that they never can have any such surplus as would be available for general 
town purposes. In some cases there may be trust accounts which can yield a 
surplus which to some extent and under some conditions might be so applied. 

If, then, we ask ourselves what would be the meaning of a consolidated sur- 
plus account balance, we would have to admit that it seemed a pretty meaning- 
less figure. Yet it is a figure which might be readily misunderstood and to 
which a false meaning might readily be attached. This is the reason many 
object to any showing of consolidated surplus. In some of the states the state 
authorities in charge of municipal accounts forbid the showing of a consoli- 
dated surplus balance. This is the general position taken by the national 
committee on municipal accounting. (See Municipal Funds and their Balance- 
sheets—preliminary edition, June, 1935.) 

Personally, I have no objection to showing a consolidation of surplus accounts 
so long as the surplus accounts are kindred in their nature and significance. 
For example, if there is a trust fund available for library purposes, with surplus 
income of one year which will be available in the next year to meet library 
expenditures which otherwise would be made from general funds, I see no 
objection to including this and other similar funds in a consolidated surplus 
total. This would likewise apply to surplus from the water department or 
from other operation of utilities, provided such funds were available for cur- 
rent expenditure. On the other hand, I doubt if a municipality, with regard to 
its capital expenditures, has any real amount which it can state as a “surplus.” 
It will have an amount of total cost, replacement value or current value of its 
capital assets which are in excess of the amount of its capital liabilities. Yet 
such cost or values are not going to yield the amount required for payment of 
the bonded debt, to say nothing of yielding any surplus which may be used 
otherwise. These capital improvements usually can not be sold or disposed of 
in any way and usually are not revenue producing. It is true they may con- 
stitute wealth to the town and their present existence may avoid the necessity 
of supplying them out of future revenues. Yet there is nothing in all this 
which would entitle them to be considered in measuring a “surplus” according 
to the ordinary conception of the word. 
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Accordingly, then, while I like to see a brief, consolidated, summary state- 
ment of the entire accounts of the municipality and in such statement or with 
it would like to see a consolidation of all those surplus accounts which are or 
might be made available for future current expenditures, I would not want to 
see in such a consolidated surplus statement a reflection of amounts of capital 
expenditures or of trust or other accounts which were not in the nature of a real 
surplus. 

Of course, if we only consider as surplus those amounts which are available 
or are expected to become available for future expenditure, I would have no 
objection to a consolidated surplus account. If, however, we are going to class 
as surplus the amounts of capital accounts or of trust accounts which will 
never become available for any future expenditures, I think we should not mix 
such so-called surplus accounts with those surplus accounts which are of an 
entirely different nature. 


Answer No. 3: It appears to be the accepted practice to prepare separate 
balance-sheets for the general fund, capital fund, sinking fund and trust funds. 
The surplus in each fund is therefore shown separately. The general fund 
surplus (called in New York: “general fund for the reduction of taxation’’) 
most nearly resembles the general surplus account of private corporations. 

In case all the balance-sheets of a municipality are presented on a single 
columnar sheet, the amount of surplus applicable to each fund should be readily 
apparent. 

It is poor practice (particularly in view of the careful distinction which 
must be observed between revenue and capital funds) to present the financial 
condition of a municipality in a consolidated balance-sheet, without setting 
forth separately the surplus account applicable to each fund. 
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